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CHANGES TO THE SUBMISSION PROCESS AND BOARD STRUCTURE 


er = EDITORIAL 


The December 2007 Editorial announced that there would be a charged set of 
editorial arrangements beginning in 2008. From the first issue of 2008, for a 
transitional period, the journal will be co-edited by Graeme Dean (sole editor 
since 1994) and Stewart Jones. This retains the tradition of professors of Accounting 
at Sydney University being the Editors of Abacus. The June 2008 issue will also 
provide details of further changes to the editorial board structure, including the 
names of Associate Editors by topic. These announcements will be fully described 
on the Abacus Blackwell website. 

All papers submitted before the end of 2007 are being processed manually and 
continue to be administered by Graeme Dean. Papers submitted from 1 January 
2008 will be processed electronically under the Manuscript Central.online system 
(see the Abacus Blackwell website for details) and will be administered by Stewart 
Jones and Graeme Dean for a transitional period. Thereafter Stewart Jones will be 
responsible for all editorial matters. 

In June 2007 the inauguration of the Abacus US$10,000 Annual Manuscript 
Award was also announced. The award initially has been funded for five years. 
Papers published in the four issues of Abacus for that yéar are eligible for the 
inaugural award; the winner is to be announced in the first half of 2008. 

Approaching the middle of its fifth decade of publishing broad-based, eclectic 
research, Abacus seeks to maintain its academic leadership in accounting thought 
and practice. Abacus publishes original research involving ‘internaticnal studies 
on accounting’ covering a'myriad of topics and using various research methods. It 
remains one of the few journals with such a focus (see Editorial, February 2005, ` 
for more details). Wells (2000, p. 265) observed that the foundation editor of Abacus, 
Ray Chambers: ‘had no fixed ideas about the type of subject areas to be published . 
in Abacus. Articles could cover matters of practical import or mera curiosity: 
“But there’s a host of other things as well from Cloud-9 to the good earth. We 
have no limits except qualitative ones for well-evidenced, well-expressed, well- 
reasoned stuff, we have a voracious appetite”? (AUTTA News Bulletin, 1969). 
That policy persists. 
© The current issue covers a wide range of broad-based research in respect of 
subject matter and research methods—a feature of earlier issues, as revealed in 
Table 4’s breakdown of previous years’ submissions. _ f 

` This issue begins with Habib’s ‘Corporate Transparency, Financial Development 
and the Allocation of Capital: Empirical Evideuce’, an empirical analysis of. 
whether capital is allocated efficiently in facilitating an economy’s growth. It 
shows that countries with well-developed financial architecture improve capital 
allocation and extends Wurgler (2000) by investigating the role of an important 
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economic institution—the financial reporting system—on the efficiency of capital 
allocation. The examination of accounting’s macroeconomic role is continued in ` 
the study by Arnaboldi and Lapsley which examines the implementation of ‘Best 
Value’—an audit tool of the U.K. government’s modernization policy—in local 
government, specifically in Scotland. Drawing on Power’s (1997) Audit Society 
thesis, the paper examines the impact of this key concept on the management of 
these public services to determine whether auditing practices enhance transparency 
and accountability of management actions in local government. 

Attention then switches to financial reporting, where Rosenfield analyses a 
contentious matter for standards setters as they move from ‘reliability to relevance’ 

criteria underpinning their ‘fair value-based promulgations’. Namely, he considers 
` the matter of ‘Prospects: A Missing Piece of Selling Price Reporting’. He seeks to 
add insights in respect of the conceptual objection to current selling price reporting 
(CSPR) that, in its determination of asset amounts, such reporting ignores the 
reporting entity’s prospects (potential, promise, outlook) for achievement of 
possession of or of access to consumer general purchasing power' beyond its 
achievement to date of such possession or access. 

Accounting’s predictive properties are the focus of Carey et al. as they explore 
empirically, using a large set of Australian data, the potential costs to Australian 
auditors and their clients from the issuance of first-time going-concern-modified 
audit opinions during the period 1994-97. A matched sample of financially distressed 
firms receiving a clean audit opinion is examined. While results suggest that auditor 
switching is positively associated with receipt of a going-concern-modified opinion, 
empirical evidence is not found to support a ‘self-fulfilling prophecy’ of increased 
probability of company failure following the issuance of a going-concern-modified 
opinion. 

The last two articles employ a historical method. Reinstein et al. look at the « 
contributions of a leading U.S. accounting academic-cum practitioner of the 1920s 
and 1930s, George Husband. This was a volatile period, as noted in the article by 
Staunton, which addresses the dilemmas over time faced by accounting standards 
setters (government or private) as they have grappled with the term ‘principles’ in 
those debates. Returning to Reinstein et al.’s reflections on Husband, they reveal 
his lasting accomplishments as an opponent of the LIFO method of inventory 
valuation, and his advocacy of price-level accounting and of the proprietary theory 
of financial accounting. Husband was one of the most prolific authors in The 
Accounting Review. Staunton’s ‘Multiple Dimensions of Accounting in the Develop- 
ment of GAAP’ is a historical foray showing that the term ‘principles’ has often 
been used vaguely in debates on the development of accounting standards. The 
reasons for and consequences of that vagueness are shown to be varied and com- 
plex. While debates like the ‘rule- versus principle-based standards’ are set up as 
two-dimensional, the many dimensions of accounting often allow argument to be 
easily diverted. The debate/argument thus remains unresolved. For progress to be 
achieved in the establishment of accounting standards the many dimensions of 


' See Rosenfield (2006, Chapter 11). 
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accounting must be acknowledged and attempts to divert debate min-mized. Both 
Staunton and Reinstein et al. add historical insights to the ideas of the Forum 
papers on ‘principles vs rules’ that appeared in the June 2007 issue of the journal. 
To reinforce the nature of the current and most previous issues of Abacus, the 
. remainder of this editorial draws on material used to prepare an address to Italian 
PhD students and accounting academics in Rome (September 2007). For that 
address Graeme Dean reviewed Abacus’ specific submission and publication data 
for the last year in comparison with data from selected prior years. The address 
sought to show that, in publishing material on a variety of subject areas, Abacus 
has persistently provided an international journal outlet for eclectic research in 
accounting in terms of topic and method. In that context, healthy submission levels 
persist (Table 1). And they continue to be received from all over the world, with 
most published issues (three per annum since 1998 and four since 2006) having 
around 45 per cent of the articles from overseas and 55 per cent from Australasian 
authors (one of the recent issues had all from overseas authors). 
' Article submissions for 2007 were consistent with figures, when adjusted for 
the three issues per year, for the latter half of the 1990s and the first half of the 
current decade. They are also similar to the average number of submissions for 
the 1980s, when Abacus was published twice a year. The acceptance rate of 22-25 
per cent is similar to many leading international academic accounting journals. 
Abacus’ international reach is further evidenced by the ‘origin of author’ statistics 
noted in Table 2. 


TABLE 1 


ABACUS SUBMISSION DATA, 2007, 2003, 2001 























2007 2003 2002 2001 
Submissions received 80 68 59 71 
Accepted for publication 18 46 33 25 
Rejected for publication 13 4 3 6 
Revisions/pending/withdrawn 49 15 15 7 
Acceptance rate 23% 25% 22% 23% 
TABLE 2 


_ ABACUS AUTHOR ORIGIN OF SUBMISSIONS DATA, 2007 


Percentage of articles published in the journal over the specified years from contributors 
based at academic institutions in the following regions 




















North America 19 Europe 33 Latin America 0 
Australasia 37 Asia 11 Africa 0 
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- TABLE 3 


ABACUS AUTHOR ORIGIN OF PUBLICATION DATA, 2007 (2002-03) 


Percentage of articles published in the journal over the specified years from contributors 


based at academic institutions in the following regions 














North America 20 (25) Europe/U.K. 25 (22) Latin America 0 (0) 
Australasia 55 (50) Asia - (3) Africa 0 (0) 
TABLE 4 
SUMMARY DATA OF ABACUS SUBMISSIONS RECEIVED 
DURING 2007, 2003, 2001 AND 1998 
2007 2003 2001 1998 
Area 
Management accounting/costing S 5 4 11 
Financial accounting/theory 2 46 33 25 
Finance 13 4 3 6 
- Standard setting/lobbying 0 15 15 7 
Microstructure 1 2 2 2 
Governance 5 3 2 1 
Auditing 7 5 5 8 
Public sector 12 1 3 2 
Environment 2 - 2 1 
Regulation 3 12 - 3 
History 2 5 - 4 
Statistics/operations research at -= - 2 
Critical theory E 1 - - 
Reporting/miscellany (2007—Distress prediction) 13 1 2 4 
86" 100 71 76 
Method 
Historical 2 5 5 6 
Empirical 
Case/field study 13 15 10 5 
Large data samples 44 23 28 38 
Survey ; - 4 2 1 
Theory/analvtical 28 30 24 21 
Behavioural/laboratory 1 2 2 6 
88 79 71 77 





* In 2003 and 2007 a ‘finer’ assessment of topic areas was undertaken by the Editor. More ‘multiple’ 
areas were recorded. It should be stressed that the assessments are indicative only—they have not 


been cross-checked by multiple coders. 


iv 


© 2008 The Authors 


Journal compilation © 2008 Accounting Foundation, The University of Sydney 


EDITORIAL 


The data confirm our policy to publish quality papers with a mix of theery and 
empirical content persists. Papers with an international focus, examining account- 
ing’s decision useful role and exhibiting innovative aspects are what we seek. 


Graeme Dean and Stewart Jones, 
The University of Sydney, 
November 2007 
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AHSAN HABIB 


Corporate Transparency, Financial 
Development and the Allocation of 
Capital: Empirical Evidence 


There is controversy regarding the role of financial development in pro- 
moting economic growth. Lucas (1988) suggests that the role of financial 
intermediation in economic growth has been very badly over-stressed in 
the popular and professional discussion. Levine et al. (2000), on the 
other hand, show that in a cross-country setting the exogenous com- 
ponent of financial intermediary development is positively and robustly 
linked to economic growth. Although empirical methodologies to inves- 
tigate the finance-growth nexus have been refined, there is a lacx of 
understanding about the exact mechanisms through which the financial 
system could affect economic performance in the real sector. Wurgler 
(2000) investigates one such mechanism of economic growth: whether cap- 

` ital is allocated efficiently. He then empirically shows that countries with 
well-developed financial architecture improve capital allocation. This 
article extends Wurgler (2000) by investigating the role of an important _ 
economic institution, the financial reporting system, on the efficiency of 
capital allocation. Financial reporting provides the primary sourc2 of 
independently verified information to the capital providers about the 
performance of managers and facilitates efficient resource allccation 
decisions. Results show that financial transparency is positively and 
significantly related to capital allocation efficiency. Further, this result 
holds after controlling for the impact of stock price synchronicity, state- 
owned enterprises and investor protection rights. 


Key words: Capital allocation; Economic development; Financial reporting; 
Investor protection; Transparency. 


A fundamental factor in wealth creation in an economy is the efficiency with 
which scarce capital is allocated to profitable investment opportunities. This 
requires firms’ managers to allocate capital to positive net present value (NPV) 
projects, avoid projects that generate negative NPVs, and withdraw capital from 
projects found to be losers at some point after project initiation when such 
expected losses are confirmed. 

Economic theories posit that formal financial markets and associated institu- 
tions improve the capital allocation process. Diamond (1984) develcps a theory of 








ASHAN Hasire (ahsan.habib@aut.ac.nz) is a Senior Lecturer in the Department of Accounting, Auckland 
University of Technology. 
I appreciate the helpful comments from three anonymous reviewers and the editor, Graeme Dean. 
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financial intermediation where a financial intermediary (like a bank) has a net 
cost advantage in monitoring loan contracts (also Boyd and Prescott, 1986). 
Another theory is that efficient market prices help investors distinguish good 
investments from bad ones through a mechanism like Tobin’s Q. Agency theory 
postulates that pressures from external investors (primarily institutional inves- 
tors), as well as increased managerial ownership, encourages managers to pursue 
value-maximizing investment projects (Jensen, 1986), and strong investor protec- 
tions provided by enforced laws facilitate the flow of finance to good projects 
(La Porta et al., 1997). Because countries around the world differ along these 
dimensions, allocation efficiency and hence economic growth are. expected to vary 
accordingly. 

Wurgier (2000) directly examines the relationship between the character- 
istics of a country’s financial development and the efficiency with which capital is 
allocated to investment projects. Wurgler finds that generally countries with 
developed financial sectors increase investment more in their growing industries, 
and decrease investment more in their declining industries, than those with un- 
developed financial sectors. The efficiency of capital allocation is improved with 
stock markets efficiently impounding more firm-specific information into individual 
stock prices, with less state ownership and strong minority investor rights. Wurgler’s 
work is an important contribution to the debate concerning the role played by the 
development of financial intermediaries in economic growth because it focuses on 
an important channel through which economic development is affected. Although 
there now exists a large literature on the role of financial development in economic 
growth, little attention has been paid to understanding the channels through which 
financial development affects economic development (Zingales, 2003). 

However, an important economic institution that is also expected to affect the 
capital allocation process is the financial reporting system. Financial reporting 
provides the primary source of independently verified information to the capital 
providers about the performance of managers (Sloan, 2001). This facilitates efficient 
resource allocation decisions by signalling changing investment opportunities to 
managers and outside investors, disciplining self-interested managers to invest in 
value-maximizing projects, and reducing firms’ cost of capital (Bushman et al., 2006). 
Bushman and Smith (2001, p. 304) argue that the efficiency of capital allocation 
depends upon ‘the extent to which managers identify value creating and destroying 
opportunities, the extent to which managers are motivated to allocate capital to 
value-creating investments and withdraw capital from value-destroying invest- 
ments, and the extent to which capital is available to invest in value creating 
opportunities’. The financial reporting system, particularly financial accounting 
information, is expected to facilitate capital allocation decisions through any of 
these channels.’ 

Extending Wurgler (2000), this article investigates the role of the financial reporting 
system on capital allocation efficiency after controlling for financial development 


1 Bushman and Smith (2001) refer to these channels as the project identification channel, governance 


role of accounting information, and adverse selection channel. 
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and other institutional characteristics. The quality of the financial reporting regime 
is broadly conceptualized as an output from multifaceted systems whose components 
collectively produce, gather, validate and disseminate information (Bushman et al., 
2004). Three factors are hypothesized (Bushman et al., 2004) to affect the corporate 
transparency framework: (a) the corporate reporting regime, including measures 
of intensity, measurement principles, timeliness, audit quality of financial disclos- 
ures and the intensity of governance disclosures (i.e., identity, remuneration, and 
shareholdings of officers and directors, and identity and holdings of other major 
shareholders); (b) the intensity of private information acquisition, including meas- 
ures of analyst following, and the prevalence of pooled investment schemes and 
insider trading activities; and (c) information dissemination, including a measure 
of the extent of media penetration in an economy. Factor analysis reveals two 
major components of corporate transparency, namely, financial transparency and 
governance transparency. Financial transparency captures the intensity and time- 
liness of financial disclosures, and their interpretation and dissemination by analysts 
and the media. Governance transparency, on the other hand, captures the intensity 
of governance disclosures. 

Using Wurgler’s (2000) country-level ‘efficiency of capital allocation’ measure 
and ‘corporate transparency’ data from Bushman et al. (2004), this article provides 
evidence that the financial reporting system, particularly its financial transparency 
component, has a positive impact on capital allocation. The result is robust to pos- 
sible endogeneity problems between financial transparency and financial develop- 
ment measures. Furthermore, the financial transparency measure remains positive 
and marginally significant after controlling for the effects of stock price synchronicity, 
state ownership, and investor rights. This is important because Wurgler (2000) 
finds that the efficiency of capital allocation is positively (negatively) correlated 
with strong investor rights (high state ownership). Also, when stock price syn- 
chronicity is high, efficiency of capital allocation is low.? However, the relation- 
ship between capital allocation efficiency and these variables is most likely to 
be endogenous in nature and after controlling for the effect of endogeneity, the 
financial transparency measure becomes insignificant. 


CONCEPTUAL FRAMEWORK 


Although there now exists a large literature on the role of financial development 
in economic growth (Levine, 1997), the debate concerning the role played by the 
development of financial intermediaries in economic growth is contestable. The 
debate concerns the possible causality running from financial development to 
economic growth as well as the channels through which financial development 
affects growth (Bloch and Tang, 2003). Levine (1997), although warning about the 


Since the most frequently cited function of stock price is to provide public signals of investment 
opportunities, the higher synchronicity measure implies lower firm-specific information and, 
accordingly, stock price becomes less useful for investment decision making (Morck et al., 2000). 
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causal relationship between financial development and economic growth, strongly 
argues in favour of the positive role of financial development. Theoretical models 
(Greenwood and Jovanovic, 1990; Bencivenga and Smith, 1991) show the positive 
role of financial intermediary development. On the empirical front, Rajan and 
Zinagles (1998) find that industries depending on external financing grow faster in 
financially developed countries. 

Later studies using refined econometric techniques and panel data sets have 
found that the causal relationship runs from financial development to economic 
growth (Beck et al., 2000; Rousseau and Wachtel, 2000; Beck and Levine, 2004). 
However, opponents of this view abound. Robinson (1952) suggests, ‘Financial 
development follows economic growth’. Lucas (1988) observes that the role of 
financial intermediation in economic growth has been very badly over-stréssed in 
both popular and professional discussions. Demetriades and Hussein (1996) do 
not find that financial development causes economic development; rather, their 
results provide considerable evidence of reverse causation. Arguably, debate on 
the role of financial development in economic growth has intensified due to lack 
of research on, and evidence of, the channels through which financial develop- 
ment affects growth. 


Financial Intermediaries and Efficient Allocation of Capital 

Despite the theoretical literature on the role of financial intermediation in improv- 
ing growth through its effect on productivity, there is little direct evidence on 
whether and how financial markets improve the efficient allocation of capital. 
Theory suggests that financial intermediaries can improve the efficiency of capital 
allocation due to their capacity effectively to acquire and process information 
about the innovative activities of the entrepreneurs (King and Levine, 1993) or 
about the aggregate state of technology (Greenwood and Jovanovic, 1990). Wurgler 
(2000) provides empirical evidence on how the role of financial development helps 
in the efficient allocation of capital in a large number of countries. Strong sup- 
port is found for the positive role of financial development in efficient allocation 
of capital. He also finds evidence that capital allocation is improved through 
at least three mechanisms. First, in countries with stock markets that have less 
stock price synchronicity, more firm-specific information is impounded into stock 
price and the allocation of capital is more efficient. This, in turn, makes price 
more informative in distinguishing between good and bad investments. Second, 
capital allocation improves as state ownership declines. This is consistent with the 
hypothesis that in state-owned firms, resource allocation is likely to be guided less 


3 


Rajan and Zingales (1998, pp. 559-60) also express a similar concern by suggesting that, ‘both financial 
development and growth could be driven by a common omitted variable such as the propensity of 
households in the economy to save...In the absence of a well-accepted theory of growth, the list 
of potential omitted variables that financial sectcr development might be a proxy for is large, and 
the explanatory variables to include a matter of conjecture. [Also] financial development ... may 
predict economic growth simply bezause financial markets anticipate future growth; the stock 
market.capitalizes the present value of growth opportunities, while financial institutions lend more 
if they think sectors will grow. Thus financial development may simply be a leading indicator rather 
than a causal factor.’ 
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by value-maximization than by political moves.‘ Last but not least, strong minority 
investor rights are associated with improved allocation of capital. In countries 
with ‘strong minority shareholder protection’, managers cannot channel free cash 
flow into unprofitable investments for empire building. Given the significant 
variation in the efficiency of corporate investment decisions and resulting control 
problems documented by Wurgler (2000), the question arises as to whether finan- 
cial reporting regimes play a role in the efficient allocation of capital after con- 
trolling for other aspects of financial development. This is important because, 
as explained later, comprehensive financial reporting provides value-relevant 
information to facilitate the efficient allocation of capital. 

A very important component of the financial reporting system is the accounting 
information produced and disclosed by corporations aimed at informing stake- 
holders about the performance of entities. Investors seeking to invest their money 
are likely to invest their capital in companies that provide timely and transparent 
financial information. Levine et al. (2000) argue that ‘information about corpora- 
tions is critical for identifying the best investments. Accounting standards that 
simplify the interpretability and comparability of information across corporations 
will simplify financial contracting. Furthermore, financial contracts that use account- 
ing measures to trigger particular actions can only be enforced if accounting 
measures are sufficiently clear’ (p. 59). La Porta et al. (1998) suggest: 


Accounting plays a potentially crucial role in corporate governance. For investors to 
know anything about the company they invest in, basic accounting standards are needed 
to render company disclosures interpretable. Even more important, contracts between 
managers and investors typically rely on the verifiability in courts of some measures of 
firms’ income or assets. If a bond covenant stipulates immediate repayment when income 
falls below a certain level, this level of income must be verifiable for the bond contract 
to be enforceable even in court in principle. Accounting standards might then be necessary 
for financial contracting, especially if investors’ rights are weak. (p. 1140) 


Bushman and Smith (2001) propose a theoretical link between so called ‘high 
quality’ financial accounting information and economic performance. Figure 1 
presents an adapted version of the theoretical link proposed by Bushman and 
Smith (2001). Financial accounting systems can directly affect economic perform- 
ance through three channels. First, financial accounting information allows mangers 
to identify new investment opportunities based on profit numbers reported by 
other firms. Financial accounting information can also indirectly affect economic 
performance by contributing to the efficient price formation process. Extensive 
capital market research has produced convincing evidence that financial accounting 


4 However, Bushman and Piotroski (2006) find that countries characterized by high state involvement 


speed recognition of good news and slow recognition of bad news in reported earnings. They argue 
that, ‘this is consistent with a scenario where a “benevolent” government intervenes in poorly 
performing firms, and firms seek to avoid such interference by exploiting reporting discretion to 
portray an optimistic outlook’ (p. 3). 
5 The stock market is distinct from banks in that there is valuable information feedback from the 
equilibrium market prices of securities to the real decisions of firms that impact these market prices 
(Boot and Thakor, 1997). 
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~ Figure 1 
FACTORS AFFECTING FINANCIAL ACCOUNTING QUALITY AND CHANNELS 


THROUGH WHICH HIGH QUALITY ACCOUNTING INFORMATION AFFECTS 
ECONOMIC PERFORMANCE 
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Source; Adapted from Bushman and Smith (2001, Figure 1, p. 294 and Figure 2, p. 306). 


information is impounded in the stock price (Kothari, 2001, provides an extensive 
survey of capital market research in accounting) and steck price, in turn, guides 
managers and investors in making efficient resource allocation decisions. 
Financial accounting information, to the extent that it provides value-relevant 
information, plays a critical role as a corporate governance device in disciplining 
managers to invest in profitable projects and refrain from investing initially in value- 
destroying projects and to withdraw from negative NPVs once that becomes apparent.® 


§ Project appraisals are based on some measures of the disccunted present value of net cash flows (DCF). 


Chambers (1977, in Ma et al., 197&), however, raised concern that exclusive focus on future 
cash flows ignores the downside protection offered by assets with high resale values. He proposed 
discounted cash equivalent flows (DCEF) instead of DCF as a better method of incorporating this 
feature into capital budgeting techniques. Ma et al., however, raised concern with the timing of 
abandonment and replacement of assets. Peasnel! (1979), on the other hand, objects to Chamber’s 
(1977) proposal by revealing the problem of double-counting of benefits. He claims, ‘once a firm 
exercises its option to sell an asset, then operating cash flows must cease. Whether or not it will pay 
to sell off an asset at some future date, or to continue using it... cennot necessarily be foreseen.” 
The debate continued (Chambers, 1978; Ma and Scott, 1980; Peasne:l, 1981; Madan, 1982). 
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Managerial compensation contracts tied to accounting performance measures and 
informed stock prices induce managers to create value. Also, accounting information 
facilitates corporate takeovers that are designed to replace inefficient management 
and hence poses a credible threat to managers who are not creating value. 

The third channel through which financial accounting information affects 
economic performance is by reducing adverse selection and liquidity risk. Greater 
disclosure enhances stock market liquidity and reduces transaction costs or 
increases demand for a firm’s securities. Diamond and Verrecchia (1991) and Kim 
and Verrecchia (1994) suggest voluntary disclosure reduces information asymmetry 
among informed and uninformed investors. Consequently, investors can be rela- 
tively confident that stock transactions occur at a ‘fair price’ for firms with high 
level of voluntary disclosures. This attracts more funds into the market and re- 
duces investors’ liquidity risk. Well-developed liquid capital markets are expected 
to enhance economic growth by facilitating high-risk, high-return, long-term 
innovation-oriented corporate investments, and financial accounting information 
needs to provide important support for this capital market function. However, a 
high quality accounting regime has to be created and Figure 1 illustrates some of 
the many socio-political and economic variables that could affect the development 
of a high quality accounting regime (Bushman and Smith, 2001, pp. 293-6). 

The role of high quality accounting information in efficient resource allocation 
decisions as outlined by Bushman and Smith (2001) arguably is observed primarily 
in market-based economies. Market-based economies are characterized by diffused 
ownership structure leading to an information asymmetry problem between 
shareholders and corporate managers. Because information asymmetry leads to 
higher costs of external capital, mangers in market-based economies have incen- 
tives to disclose financial information to investors to reduce such asymmetry. 
Thus in market-based economies corporate disclosures play a critical role in the 
efficient operation of the stock market (Healy and Palepu, 2001). Ali and Hwang 
(2000, p. 4) suggest that, ‘Market-oriented system contains numerous diverse 
investors without direct access to company information. Investors are likely to 
rely heavily on financial accounting disclosures to obtain information to be used 
in security valuation and monitoring management.’ Accounting information guides 
profitable investment decisions as modelled by Zhang (2000) and Biddle et al. (2001) 
among others. Zhang (2000) models investment activity based on current operat- 
ing efficiency and then valuing the cash flows to be produced from operations. 
Zhang (2000) relaxes the assumption of Feltham and Ohlson (1996) that intertem- 
poral investment follows a predetermined linear stochastic process. Biddle et al. 
(2001) extend linear information dynamics (LID) by introducing ‘capital investment 
dynamics’ that allow net capital investment to be informed by current profitability 
and, in turn, influence future projects. 

Another important characteristic of the market-based economies is the active 
role played by financial analysts in forming efficient stock prices. The relationship 
between financial reporting and analysts’ information searching is a complex phe- 
nomenon. At one level, publicly available financial information acts as an important 
source of input for analysts. However, because analysts engage in comprehensive 
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and costly information searching, financial reporting could act as a competing 
source of information. Either way, the competition among analysts for disclosures 
and for the interpretation of disclosures may result in stock prices that reflect a 
broad information system (Beaver, 1998). 

A clear advantage of publicly available financial statements is the transparency 
of investment opportunities in the market (Sadka, 2004). By providing informa- 
tion on prior investments, financial reporting can improve the resource allocation 
and the investment decisions made by firms which would lead to increased pro- 
ductivity and growth. Empirical evidence supports the positive role of accounting 
information on growth. Carlin and Mayer (2002) find that the provision of high 
quality accounting disclosures (proxied by CIFAR score)’ is associated with higher 
average growth and share of research and development in value added industries 
that are naturally dependent on equity finance. However, their proxy of the dis- 
closure score is arguably narrow and they do not examine the role of accounting 
information in the efficient allocation of capital. Guenther and Young (2000) 
show that the association between aggregate return on assets and the percentage 
change in GDP is high in the U.K. and the U.S.A. and low in France and Germany, 
supporting the strong demand for accounting information in market-based eco- 
nomies. However, they do not look at the information processing and dissemination 
aspects of accounting, and they also fail to link their performance measure with 
the allocative efficiency channel. 

Sadka (2004) considers financial disclosure as a direct contributor to growth? 
in total factor productivity (TFP) and GDP instead of a mere proxy for financial 
development or as facilitators of financial intermediation. He measures corporate 
transparency as the product of market capitalization over GDP (MKTCAP/GDP) 
and CIFAR disclosure score. Using data from thirty countries over the period of 
1985-99, Sadka provides empirical evidence consistent with the hypothesis that 
corporate transparency has a first-order positive effect on TFP and GDP. Francis 
et al. (2003) find that higher quality accounting and auditing are positively associated 
with financial market development in countries whose legal systems are conducive 
to the protection of investors. However, they fail to find systematic evidence that 
higher quality accounting and auditing alone, independent of a country’s underlying 
investor protection regime, affects the development of financial markets. 

Public financial reporting and efficient capital markets thus play an important 
role in efficient resource allocation decision in the market-based economies. However, 


7 CIFAR stands for Centre for International Financial Analysis and Research. The CIFAR (1995) index 
-is based on the inclusion/exclusion of eighty-five financial statement items, divided into the follow- 
ing seven categories: (1) general information, (2) income statement, (3) balance sheet, (4) funds flow 
statement, (5) accounting policies, (6) stockholders’ information and (7) supplementary information. 


Sadka argues (2004, pp. 3-4), ‘Competitors and investors can use financial statement analysis to draw 
inferences about their own organizational efticiency through financial reports of their competitors 
... The ability of firms to learn from each other enhances TFP and, consequently, social welfare. 
Thus financial reporting can increase both productivity and growth. The disclosure requirements - 
associated with publicly traded securities are an additional aspect of financial markets that may 
induce growth.’ 
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this is not to suggest that countries with primarily bank-based financing lack 
growth. There are theoretical arguments suggesting that banks are a rather more 
efficient monitor of corporate managers than the stock market. Boyd and Prescott 
(1986) model the banks’ critical role in reducing information frictions while Stulz 
(2002) argues that banks are more efficient in provicing external resources to new 
and innovative activities. Bhide (1993) argues that a high level of stock market 
liquidity discourages ‘active’ investors, who provide valuable internal monitoring. 
Dow and Gorton (1997, p. 1090) show that the ‘two tasks of investment appraisal 
and monitoring management that stock market information is used for [are] 
precisely the functions that banks are supposed to perform in making loans’. 
Bencivenga and Smith (1991, p. 196) model the growth promoting role of financial 
intermediaries by showing that ‘an intermediation industry permits an economy 
to reduce the fraction of its savings held in the form of unproductive liquid assets, 
and to prevent misallocation of invested capital due to liquidity needs’. 

Empirically, Wurgler (2000) also does not find any differential effect of stock 
market and banking sector development in ensuring the efficient allocation of 
capital. Tadesse (2004) reaches a similar conclusion. Tadesse’s result suggests that 
the financial system (both stock market activities and banking sector development) 
positively affects growth and factor productivity by improving efficiencies through 
enabling technological inventions and innovations. Beck and Levine (2004) use 
both stock market development and bank development data averaged over 
five-year intervals from 1976 to 1998, and find strong support for the independent 
effect of banks and stock markets. Bank and stock market development always 
enter jointly and are significant in all the system panel estimators. 


DATA AND DESCRIPTIVE STATISTICS 


The present study uses Wurgler’s (2000) sensitivity of capital investments to 
value-added (ņ measure) as the dependent variable and corporate transparency 
framework developed by Bushman et al. (2004) as the primary independent variable. 


Efficiency of Capital Allocation Measure 

To measure the efficiency of capital allocation, Wurgler (2000) uses the United 
Nations’ General Industrial Statistics (the INDSTAT-3) as a source of basic 
manufacturing statistics. It contains gross fixed capital formation, value added, 
and output for up to twenty-eight three-digit ISIC manufacturing industries. 
Value added has been defined as the value of shipments of goods produced 
(output) minus the cost of intermediate goods and services required (but not 
including labour). Thus, this value added measure reflects value added by labour 
as well as capital. Gross fixed capital formation has been defined as the cost of 
new and used fixed assets minus the value of sales of used fixed assets. Wurgler 
assumes that optimal investment implies increasing investment in industries that 
are ‘growing’ and decreasing investment in industries that are ‘declining’. He uses 
the following simple regression (p. 194) estimate to determine the country-specific 
elasticity measure: 
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InTiy! Tit = Q, + Ne Inv ial Vier + Ein (1) 


where J is gross fixed capital formation, V is value added, i indexes manufacturing 
industry, c indexes country, t indexes year and In represents log transformation. 
The slope estimate in equation (1) (n) measures the extent to which country C 
increases investment in its growing industries and decreases investment in its 
declining industries (investment-value added sensitivities).? 


Corporate Transparency Framework 

Corporate transparency data are from Bushman et al. (2004). That work isolates 
two factors from the array of country-level measures of the firm-specific informa- 
tion environment based on factor analysis. The first, interpreted as financial trans- 
parency, captures the intensity and timeliness of financial disclosures, and their 
interpretation and dissemination by analysts and the media (FACTOR_1). The 
second, interpreted as governance transparency, captures the intensity of govern- 
ance disclosures (FACTOR_2). 


CONTROL VARIABLES 


(a) Overall financial development (FD) 
Financial development is computed as the sum of stock market capitalization to 
GDP and private and non-financial public domestic credit to GDP. 

(b) Stock market variable (STOCK) 
Stock market capitalization to GDP. 

(c) Banking activities (BANK) 
Private and non-financial public domestic credit to GDP. 

(d) Stock price synchronicity (SYNCH) 
Morck et al. (2000) measured the synchronicity of stock prices in a few dozen stock 
markets in 1995. This synchronicity measure is defined as the fraction of stocks that 
move in the same direction in a given week in the first half of 1995. The higher the 
co-movement the higher the synchronicity and lower the firm-specific information 
impounded in the stock price. 

(e) Prevalence of state-owned enterprises (SOE) 
Share of country-level output supplied by state-owned enterprises (SOE), where 
countries with less SOE investments receive higher ratings. Ratings range from 0 to 
10. Derived from the Economic Freedom of the World (2002) database. 

(£) Legal rights (RIGHTS) 
Legal rights of external investors, creditor protection scores and rule of law scores 
are collected from La Porta et al. (1998). 

(g) Initial wealth (GDP) 
Log of per capita GDP, 1960 ($000). 


° A major concern with this specification is reverse causality; instead of value added growth causing 


investment, it could be investment causing the contemporaneous change in value added. However, 
Wurgler (2000) argues, based on prior literature, that fixed capital takes some time to become 
productive. Because of this lag, the more plausible proposition is that contemporaneous value 
added growth causes changes in investment. For an extensive validity check of specification (1), 
see Wurgler (2000, pp. 194-7). 
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EVIDENCE ON TRANSPARENCY, DEVELOPMENT, CAPITAL ALLOCATION 
EMPIRICAL RESULTS 


Panel A of Table 1 provides descriptive statistics of the variables used. Panel B 
presents correlation analysis. The investment-value added sensitivity measure is 
significantly positively correlated with the financial transparency measure but 
not with governance transparency measure. The cross-correlation between the 
two transparency measures is statistically indistinguishable from zero, reflecting 
these two factors capturing two different dimensions. As predicted, the correla- 
tion between the efficiency measure and the overall financial development is 
significantly positively correlated consistent with Wurgler (2000). This implies 
that developed financial markets, as measured by the size of the domestic stock 
and credit market to GDP, are associated with an efficient allocation of capital. 
The correlation between overall financial development and two transparency 
measures is positive and statistically significant. Both financial and governance 
transparency promote stock market development, but financial transparency 
alone is significantly related to the banking sector development. 

Table 2 presents the regression result of the efficiency score on corporate trans- 
parency and on alternative measures of financial development. Specifications (1) 
to (6) present individual regression results of two transparency measures, overall 
financial development and its components (STOCK and BANK) znd national 
wealth as proxied by GDP. Specification (1) shows that the coefficient on financial 
transparency is positive and statistically highly significant. Also, this parsimonious 
model explains about 33 per cent of the variation in the investment efficiency 
measure. 

However, governance transparency, though positive, is not statistically significant. 
A possible explanation is that the governance transparency may prevent direct 
stealing (e.g., excessive executive pay) but may fail to discipline managers from 
over-investing in negative NPVs."° Richardson (2006), for example, provides evid- 
ence that among many corporate governance mechanisms, only anti-takeover 
devices and the presence of activist shareholders constrain managerial propen- 
sity to over-invest. It is to be noted that the governance transparency score of 
Bushman et al. (2004) primarily consists of information regarding identity of man- 
agers, identity of board members and their affiliation, remuneration of officers 
and directors and the like. 

Thus, on a stand-alone basis, it seems financial transparency elements provide 
more relevant information for efficient resource allocation decisions. As expected, 
the FD variable is positive and statistically significant, but the explanatory power 
of specification (3) is nearly half of that of specification (1). The coefficients on 
both the components of financial development, STOCK and BANK, are positive 
and statistically significant individually although the effect of BANK is stronger 


10 J thank an anonymous reviewer for this explanation. 
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TABLE 1 


DESCRIPTIVE STATISTICS AND CORRELATION ANALYSIS 





Panel A: Descriptive statistics of variables used 








Variables N Mean Median S.D. Maximum Minimum 
Dependent variable n Score 39 0.56 0.59 0.26 0.98 0.068 
Primary independent variables FACTORI 39 0.0038 0.093 0.94 ` 1.61 —1.70 
FACTOR2 39 0.039 0.039 0.88 1.34 -2.87 
Control variables FD 38 0.86 0.80 0.56 2.67 0.13 
BANK 38 0.61 0.55 0.37 2.00 0.09 
STOCK 39 0.28 0.17 0.30 1.23 0.00 
GDP 39 3.81 3.13 2.58 9,91 0.56 
SYNCH 30 0.66. 0.67 0.04 0.75 0.58 
SOE 39 4.62 4.00 2.09 10.00 0.4 
RIGHTS 38 3.78 3.72 2.06 8.00 0.54 





Panel B: Correlation analysis 





n SCORE FACTORI FACTOR2 FD STOCK BANK GDP RIGHTS SOE 








1 SCORE 1.0000 
FACTORI —0.6039* 1.0000 


FACTOR2 0.2098 0.0581 1.0000 

FD 0.4527* 0.6189* 0.3824** 1,0000 

STOCK 0.2474 0.4228* 0.5096* 0.8314* 1.0000 

BANK 0.5066* 0.6329* 0.2194 @.9205* = 0.5482* 1.0000 

GDP 0.6407* 0.7486* 0.0757 0.3582** 0.2225 =: 0.3819** 1.0000 

RIGHTS 0.4212* 0.5200* 0.5421* €.7207*  ©.7122* 0.5830*  0.5447* 1.0000 

SOE 0.2686 0.4078** 0.1209 C.5559* = G.5789* 0.4297* = 0.3725** 0.4052** 1.0000 





Notes: 1 SCORE is the investment-value added elasticity measure derived from Wurgler (2000), Table 2. Wurgler 
(2000) uses a simple regression to estimate the country-specific elasticity measure: InI lias = Oe + Ne IAV icd Viet + Eten 
where 7 is gross fixed capital formation, V is value added, i indexes manufacturing industry, c indexes country, ¢ 
indexes year and in represents log transformation. 

FACTORI and FACTOR2 represent financial transparency scores and governance transparency scores respectively 
derived from Appendix B of Bushman ez al. (2004, p. 284). 

FD represents overall financial development data computed as the sum of stock market capitalization to GDP 
(STOCK/GDP) and private and nonfinancial public domestic credit to GDP (CREDIT/GDP). 

STOCK is STOCK/GDP and BANK is CREDIT/GDP. Data are averaged over the period of 1980 to 1990. 

GDP is the 1960 value of log per capita GDP. All these data come from Wurgler (2000, Appendix A). 

SOE is share of country-level output supplied ty state-owned enterprises (SOE) derived from Economic Freedom of 
the World (2001). 

RIGHTS is the summary measure of the effective legal rights. First antidirector rights and creditor rights scores from 
La Porta et al. (1998) are summed to get an aggregate score out of 10. (Six anti-director provisions and four creditor 
rights provisions), This score is then multiplied by measure of the domestic ‘rule of law’ (continuous measure from 0 
to 1) also derived trom LaPorta et al. (1998). 

SYNCH is the stock price ‘synchronicity’ data derived from Morck et al. (2000), Table 2. This represents the fraction 
of stocks that move in the same direction in a given week in the first half of 1995 with higher score implies less firm- 
specific information impounded into the stock price. 

*,** and *** represent statistical significance at 1%, 5% and 10% level, respectively (two-tailed test). 
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than that of STOCK.” Finally, specification (6) shows that the impact of national 
wealth on the efficiency of capital allocation is both positive and statistically 
highly significant. 

Specifications (7)-(10) include many of the explanatory variables in the regres- 
sion. Specification (7) shows that when financial transparency and overall financial 
development measures are jointly entered into the regression model, only the 
financial transparency variable is positive arid statistically significant. This is an 
important piece of evidence regarding the positive role of a financial reporting 
regime in the better allocation of capital. Specification (8) shows that the financial 
transparency measure remains significant even in the presence of GDP. When the 
components of FD, the stock market development and banking sector development 
are used with GDP as the independent variables in specification (9), STOCK 
turns out insignificant, but BANK has a positive coefficient that is statistically 
significant at the 5 per cent level. Wurgler (2000) finds a similar result. This could 
be due to the fact that some countries with a high financial transparency score also 
have banking sector dominance (U.S.A. is a good example). Finally, specification 
(10) shows that only GDP is significant and both financial transparency and FD 
measures are insignificant when these variables are used in the same regression 
model. Overall, there is some support for financial transparency to be positively 
associated with capital allocation efficiency.” But the results calculated using FD 
as well as the components of FD seem to better explain the dependent variable. 
However, the result should be interpreted with caution due to the high degree of 
collinearity between some of the independent variables. 


Do the Exogenous Components of Corporate Transparency and Overall Financial 
Development Impact Allocational Efficiency? 

A major problem that cross-country empirical research often has to confront is the 
problem of endogeneity. If allocation efficiency, overall financial development, and 
corporate transparency are all endogenously determined, then a simple OLS regres- 
sion will produce biased and inconsistent coefficient estimates as the regressors and 
the error term are correlated. To alleviate this concern, the standard econometric 
solution is to run two-stage least square regressions (2S5LS) with instrumental variables. 


1 The relationships among financial disclosure intensity, stock market development and investment 


efficiency are complex. Financial disclosure intensity and rigorous accounting and auditing rules 
are likely to be a prerequisite for strong securities markets (Black, 2001). In addition, market 
efficiency implies that financial accounting information is impounded into stock price making stock 
price a useful guide for a resource allocation decision. Finally, high-quality financial accounting 
information may encourage analyst following, further contributing to the information reflected in 
stock price. As a preliminary check I instrumentalize STOCK with FACTOR_J and then include 
the predicted component of the stock market capitalization (PRED_STOCK), residual component 
of stock market capitalization (RES_STOCK) and GDP to explain the allocation efficiency. 
The unreported result suggests that PRED_STOCK coefficient is positive and statistically significant 
at the 10 per cent level, but RES_STOCK is not. Consequently, financial transparency has a first 
order positive effect on stock market to play a significant role in the resource allocation decision. 


Regression results of allocation efficiency on governance transparency and other controls are not 
reported because in all cases the governance transparency variable remains insignificant. 
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TABLE 3 


2SLS REGRESSION OF CORPORATE TRANSPARENCY, OVERALL FINANCIAL 
DEVELOPMENT, AND THE COMPONENTS OF FINANCIAL DEVELOPMENT ON 








ALLOCATION EFFICIENCY 
(1) (2) (3) (4) (5) (6) (7) 
FACTORI 0.27% be z 0.21** = 0.19** 3 
(4.43) (2.43) (2.14) 
FACTOR2 a -0.0032 = = -0.15 z -0.13 
(=0.0.04) (-1.45) (-0.93) 
FD = i 0.53* 0.20 0.64* z - 
(3.21) (1.04) (3.18) 
STOCK s e z = z -0.01 0.53 
(0.04) (0.81) 
BANK = = = = = 0.34 0.67* 
(1.35) (2.77) 
Constant 0.56% 0.56* 0.10 0.38** 0.0030 0.35** 0.02 
(14.88) (13.16) (0.65) (2.20) (0.02) (207) (0.08) 
Adjusted R? 0.19 -0.03 0.20 0.33 0.18 0.34 0.17 
N 39 39 38 38 38 38 38 


* and ** represent statistical significance at 1% and 5%, respectively (two-tailed test). 

Note: Two-stage least square (2SLS) regression result. Instrumental variables are GDP, Common, 
German and French legal origin dummies. Scandinavian legal origin is used as the base case. All the 
variables are defined in the note to Table 1. Specifications (3)-(7) have 38 observations because of 
missing data on Hong Kong. 


Table 3 presents the 2SLS regression results. The log of per capita GDP, Com- 
mon, German, and French legal origin dummies are used as instrumental variables. 
The choice of legal origin dummies as instrumental variables is appropriate 
because these legal protections are determined to a large extent by the colonial 
history of the country (La Porta et al., 1997). Also the wealth of the country rep- 
resented by log of per capita GDP in 1960 precedes the dataset used for corporate 
transparency and financial development measures. The 2SLS regression result 
shows that the component of financial transparency predetermined by legal origin 
and wealth is positive and statistically significant, thus mitigating the concern of 
endogeneity. Therefore, the independent effect of financial transparency suggests 
that the basic relation reflects, at least in part, the influence of the financial report- 
ing regime on allocation efficiency. The same result holds for FD regression 
specification. The adjusted R? on the financial transparency model and FD model 
is almost identical. 

The predetermined component of governance transparency does not affect allo- 
cation efficiency, as is evident from Table 3, column 2. The unreported result shows 
that the correlation between FACTOR_2 and legal origin dummy (one for code law 
countries and zero for others) is significantly negative (the correlation coefficient 
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is -0.53, statistically significant at better than 1 per cent level). However, the cor- 
relation between ņn SCORE and legal origin dummy is positive but insignificant. 
This is contrary to expectation because if legal origin matters for capital allocation 
efficiency then code law countries representing weaker investor protection should 
have a lower 1 SCORE. However, unreported result shows that n SCORE is higher 
in code law countries compared to their common law counterparts (average n 
SCORE of 0.60 versus 0.50, respectively). This confounding effect may be responsible 
for the insignificance of the exogenous component of governance transparency measure. 

The primary regression result of interest comes from specification (4), which 
includes both financial transparency and financial development variables in a 2SLS 
setting. Results show that the component of financial transparency predetermined 
by legal origin and national wealth is positive and statistically significant, while 
that of FD is not. This result is insightful as it suggests that financial transparency 
plays a significant role in providing value-relevant information for channelling 
resources to their most productive use. Wurgler (2000) shows that the component 
of FD predermined by legal origin has a strong effect on the allocation efficiency 
score. However, this effect becomes insignificant in the presence of financial dis- 
closure intensity. As expected, the exogenous component of FD is significant in the 
absence of financial transparency variable in specification (5). In specification (6), 
the exogenous component of financial transparency is again positive and statisti- 
cally significant at the 5 per cent level but the components of FD, namely STOCK 
and BANK, are not. This implies that it is financial transparency that matters. 
Whether a country is market-based or bank-based does not provide additional 
insight. Beck and Levine (2004) also find a similar result in the context of the role 
of financial development in explaining growth. Both bank and stock market 
development variables always enter jointly and are significant in all the system 
panel estimators. Finally, in specification (7), the exogenous component of BANK 
is positive and statistically significant, but the exogenous component of govern- 
ance transparency and stock market development are not. Overall the 2SLS 
regression result supports the view that financial transparency enhances capital 
allocation efficiency. Also, financial development is important but when both 
financial transparency and the overall FD are considered together, the former is 
more strongly related to the efficiency measure than FD. 


Channels Through Which Corporate Transparency and Overall Financial 
Development Affect Allocation Efficiency? 

Zingales’s (2003) commentary emphasizes the channels through which finance 
affects economic development: 


Much of the literature has focused on proving that the observed correlation between 
finance and growth is causal. Less attention has been focused on understanding the 
channels through which finance works. Establishing the main channel is important not 
only for instilling confidence in the theory of a causal link, but also from a policy point 
of view. (p. 48) 


Wurgler (2000) finds that capital allocation is improved at least through three chan- 
nels. First, the SYNCH measure captures the amount of firm-specific information 
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impounded into stock prices. Morck et al. (2000) find that the higher tae SYNCH 
measure, the lower is the amount of firm-specific information impounded into 
stock prices. Since the most frequently cited function of stock price is to provide 
public signals of investment opportunities, the higher SYNCH measure implies 
lower firm-specific information and accordingly stock price becomes less useful 
for investment decision making. Wurgler finds that the SYNCH measure is 
strongly negatively related to allocation efficiency. This is confirmed in Table 4. In 
five of the eight models, the variable SYNCH is negative and statistically significant, 
implying that higher SYNCH impounds less firm-specific information and makes 
stock price less informative with respect to capital allocation decisions.’ The 
financial transparency variable is positive and statistically significant in specifica- 
tions (1) and (6), which also include SYNCH and other control variables. 

However, results based on 2SLS provide different results. The instrumental 
variables are the same as those used in Table 3. In specifications (3)-(5), the 
component of financial transparency predetermined by legal origin and GDP is 
positive but does not attain statistical significance at the conventional level. In 
specification (7), the allocation efficiency score is regressed on FACTOR_1, FD, 
SYNCH, SOE and RIGHTS. Results show that the coefficient on. FACTOR_1 
remains positive but loses statistical significance. Therefore Table 4 provides 
mixed evidence on the role of financial transparency in the efficient allocation of 
capital internationally. 


IMPLICATIONS AND CONCLUDING REMARKS 


A fundamental factor in wealth creation in an economy is the efficiency with 
which scarce capital is allocated to investment opportunities. Wurgler (2000) finds 
that the level of overall financial development is positively associated with cap- 
ital allocation efficiency. However, an important institution that affects financial 
development is the corporate reporting regime, including measures of intensity, 
measurement principles, timeliness, audit quality of financial disclosures, and the 
intensity of governance disclosures (i.e., identity, remuneration, and shareholdings 
of officers and directors, and identity and holdings of other major sLareholders). 
The empirical results presented here strongly support the view taat financial 
transparency is a significant contributor to the allocation efficiency in some 
countries. This result is robust after controlling for overall financial Gevelopment, 
the components of financial development and various institutional characteristics. 

If a high quality corporate reporting regime indeed affects allocation efficiency 
which is a channel to economic growth, then why do not all countries develop a 
comprehensive corporate reporting framework? A plausible answer to this ques- 
tion is that different countries have different channels of promoting allocation 
efficiency. In market-based economies the information asymmeiry problem is 


3 A growing body of literature now examines the determinants and consequences of stock price 


synchronicity in an international context. Morck et al. (2000) suggest that stock price synchronicity 
in low-income economies is due to the poor and uncertain protection of private property rights, 
which discourages firm-specific information production and dissemination. 
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TABLE 4 


REGRESSION OF CORPORATE TRANSPARENCY, OVERALL FINANCIAL 
DEVELOPMENT, STOCK PRICE SYNCHRONICITY, STATE OWNERSHIP AND 
INVESTOR RIGHTS ON ALLOCATION EFFICIENCY 





2SLS  2SLS 2SLS 





(1) (2) (3) (4) (5) (6) (7) (8) 
FACTORI  0.17* 2 037%  — O37** 014%" 0132+ 
(3.22) (2.28) (2.12) (2.34) (2.05) 
FACTOR2 = z = = = B -0.02 
(039) 
FD ss o1st® 0.23 0.13 = 0.08 0.15 
(2.13) (1.45) (0.64) (0.67) (1.28) 
SYNCH -1.01 -225** 181 -3.83** -1.95 -0.99 -1.35 ~2.12** 
(-1.08)  (-2.53) (0.59) (-2.50) (0.58) (-1.03) (-131)  (-1.98) 
SOE 2 = z = = 0.09 -0.07 0.00 
(0.42) (-0.28)  (-0.01) 
RIGHTS z s = 2 = 0.01 -0.002 0,007 
l (0.60)  (-0.06) (0.20) 
Constant 1.24 1,95" -051 0.23 ~0.89 1.1453% 1,43" 1.83 
(1.97) (3.22) (-.24) (1.45) (039) (1.74) (2.03) (2.36) 
Adjusted È 0.36 0.27 029 0.30 0.26 0.33 0.30 0.18 
N 30 29 30 29 29 30 29 29 


*, ** and *** represent statistical significance at 1%, 5% and 10% level, respectively (two-tailed test). 
Note: All the variables are defined in the note to Table 1. Specifications (3)-(5) provide 2SLS 
regression result. Instrumental variables are GDP, Common, German and French legal origin 
dummies. Scandinavian legal origin is used as the base case. 


resolved through corporate disclosures of financial.as well as governance informa- 
tion. The stock market is the primary mechanism for channelling investment 
funds to profitable opportunities and the stock price guides such a decision. 
On the other hand, bank-based economies are usually characterized by a domin- 
ant role of banks in allocating funds to investment opportunities. Investment 
appraisal and the task of monitoring management are carried out by the bank and 
banks rely on inside informaticn to perform the tasks which potentially reduce 
the significance of public disclosure of corporate financial information. A stream 
of literature has started to unfold the impact of economic, legal, and political 
infrastructures on the evolution of accounting and disclosure infrastructures (e.g., 
Ball, 2001). 

Ball et al. (2000, p. 2) find that financial statement transparency as captured by 
timeliness and conservatism is higher in countries where information asymmetry is 
resolved through public disclosures (primarily common law countries with a stock 
market dominance) compared to countries (code law-based with bank dominance) 
where ‘information asymmetry more likely is resolved . . . by institutional features 
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other than timely and conservative financial statements, notably by closer rela- 
tions with major stakeholders’. Using a different proxy for financial transparency, 
Bushman et al. (2004) find that the financial transparency measure is higher in 
countries with low state ownership of companies, low risk of state expropriation 
of firms’ wealth and low state ownership of banks. This evidence suggests that 
corporate transparency, particularly financial disclosure transparency, is strongly 
influenced by a country’s institutional structure." 

This article, although it finds a significant relationship between financial trans- 
parency and the efficiency of capital allocation, is to be interpreted in light of the 
broadness of the transparency measure. More significant insight can be gained by 
analysing a particular property of accounting information, like conservatism, in 
the efficient allocation of capital. Bushman et al. (2006) is an important study in 
that direction. 
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Making Management Auditable: 
The Implementation of Best Value in 
Local Government 


This article examines the implementation of Best Value—an audit tool 
of the U.K. government’s modernization policy—in local government, 
specifically in Scotland. This is a study of the impact of this key concept, 
primarily on the management of these public services. The aim of Best 
Value Audit is to enhance transparency and accountability of manage- 
ment actions in local government. The article draws on Power’s (1997) 
Audit Society thesis to inform this research. The Best Value approach 
has been heavily influenced by audit processes and oversight bodies both 
in its design and implementation. This article supports the Power thesis 
of the Audit Society: It reveals the manner in which audit practices are 
deployed by agencies of central government with the intent to shape the 
management of local government. 


Key words: Accounting and audit changes; Audit Society; Best Value Audit; 
Management of local government. 


This is a study of Best Value Audit (Labour Party, 1997; Scottish Office, 1997; 
DETR, 1998)—a radical innovation in the U.K. While this research does look at 
the views of auditors—the traditional auditing research approach—it differs 
from previous research in its primary focus on: auditees—management and 
their perceptions of audit; in the longitudinal approach taken in this investigation; 
and in the context of Scotland which has implications for the portability of New 
Public Management to other national settings. The article to assess the percep- 
tions of management in local government on how Best Value Audit has impacted 
upon them and to study whether management sees audit ideas as a critical refer- 
ence point in guiding its actions. This responds to auditing research identified 
as areas of neglect: the need to focus on auditees instead of the traditional 
approach of just concentrating on auditors and audit institutions (Power, 2003) 
and by investigating what ‘sound management’ in public audit means in practice 
(Pollitt, 2003). 
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This section of the article explores the U.K. policy of Best Value Audit by scrutiniz- 
ing the definitions deployed by audit agencies and government in describing what 
Best Value is and by examining the implications for the present study. But first, 
this discussion is placed in context by addressing generic issues of definition and 
meaning for forms of audit which seek to examine the delivery of public services 
in both financial and non-financial terms. 

Best Value Audit can be regarded as a form of ‘performance auditing’ (Pollitt et al., 
1999) or ‘comprehensive auditing’ (Everett, 2003). This area of audit is notorious 
for the absence of firm descriptions and definitions which are consistently applied, 
internationally. The term ‘comprehensive auditing’ is a North-American descrip- 
tion (Everett, 2003). The term ‘performance auditing’ is applied most frequently to 
European countries (Pollitt, 2003). However, the central feature cf this form of 
audit is the importance attached to economy, efficiency and effectiveness or 
‘value for money’ (VFM). 

The lack of rigorous definitions of this form of audit has led to suggestions that, 
as the vocabulary and practices of performance audit are still evolving, it is pre- 
mature to fix on a single definition, no matter how subtle (Summa, 1999). One 
particular subtlety is the manner in which many definitions of ‘performance audit’ 
include both references to economy, efficiency and effectiveness and ‘sound 
management practices’ (Pollitt, 2003). This observation by Pollitt stems from a 
study of the ‘performance auditing’ practices of the supreme audit institutions in 
five European countries. However, according to Pollitt it was often unclear where 
the concept of ‘good (sound) management practice’ came from or what it actually 
meant. Given this circumstance, many of the auditors in this study (Pollitt et al., 
1999; Pollitt, 2003) drew on their own notions of what ‘good management’ meant. 
This dimension—the meaning and practice of ‘sound management’, from an 
audit perspective—was identified as meriting further research (Pollitt, 2003) and 
this is one of the objects of the present study. 

However, there are alternative interpretations of the reason why this form of 
audit does not have precise definitions, which are not a function of the stages of 
development of this branch of auditing. Specifically, it has been suggested (Power, 
1997; Lindeberg, 2007) that the reason for the absence of precise definitions of 
‘comprehensive auditing’ or ‘performance auditing’ is that the power of audit 
derives from poorly defined systems and goals and that the act of definition would 
actually curtail the future role of these forms of audit in the modernization and 
the transformation of the public sector. 

The concept of Best Value first appeared as a line in the election manifesto 
of the Labour Party as it contested the 1997 general election (Labour Party, 
1997). The motivation of the Best Value concept was to replace a market based 
mechanism of outsourcing (formally named Compulsory Competitive Tendering) 
with another means of ensuring local authorities services were of quality and at 
reasonable cost. As the idea of Best Value evolved, it began to embrace these 
concepts: 
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1. a commitment to continuous improvement; 

2. the use of economy, efficiency and effectiveness; and 

3. (and as consequence of 2) an audit framework to ensure the service delivery 
quality and costs are appropriate. 


While the idea of Best Value emanated from that U.K.-wide Labour Party pol- 
icy document, its development as an operational policy differed in England and 
Scotland. The practices and legal backing for Best Value in England are unique to 
England and do not relate to other parts of the U.K. The speed of development 
of the policy differed between England and Scotland. From the perspective of 
would-be adopters of Best Value Audit processes, it is typical that they would 
look at a New Public Management pacesetter, such as England. However, we con- 
tend that the experiences of Scotland, as it developed and implemented its own 
version of Best Value, is of potentially greater interest to reformers or modernizers 
of government audit practices. 

In England in 1998, the government department responsible for local authorities 
(DETR, 1998) defined Best Value as follows: ‘a duty to deliver services to stand- 
ards—ensuring both cost and quality—by the most effective, economic and 
efficient means available’. This was subsequently and rapidly formalized in the 
Local Government Act of 1999 (s. 3 (1)) as a duty to: ‘make arrangements to 
secure continuous improvement in the way in which its functions are exercised, 
having regard to a combination of economy, efficiency and effectiveness’. This 
regime was located within the Audit Commission (s. 7, Local Government Act, 1999), 
the government audit agency which was given responsibility for the development 
of ‘Best Value’ performance indicators and standards (s. 4) for scrutiny of Best 
Value reviews of local authority activities (s. 5) and scrutiny of the Best Value 
performance plans expected from each local authority (s. 6). This Act also 
empowered the Secretary of State to intervene and to take any action which he 

considers necessary to ensure compliance with the Best Value regime. 

_ While the Best Value Audit regime is a U.K. phenomenon, the devolution of power 
to the Scottish Parliament created the opportunity for a variant of Best Value to 
emerge. This makes Scotland a particularly interesting location as a ‘laboratory’ 
(Jeffrey, 2006) in which the portability and adaptation of ideas emanating from 
the U.K. level can be evaluated. While the Best Value Audit regime has similarities 
to that in England, there are also differences, some of which may have arisen over 
the longer gestation period from initial ideas to statutory requirements. In the initial 
periods of development, Best Value was defined by the Scottish Office (1997, p. 3) as: 


a process rather than a product...a process of change and progress... [it] promotes 
changes in attitude, culture and management style within councils . . . [it] requires councils 
to constantly reflect on what they are doing to measure their successes and shortcomings, 
and to take action to improve. 


This concept of what Best Value Audit is is endorsed by leading figures within 
public audit in Scotland. The most senior figure in public audit (Black, 1999) 
located the emergence of Best Value firmly within the New Public Management 
and argued (p. 2) that: 


24 


© 2008 The Authors _ 
Journal compilation © 2008 Accounting Foundation, The University of Sydney 


MAKING MANAGEMENT AUDITABLE 


there is an important role for public audit in identifying and promoting good 
management arrangements. This is happening to a significant extent through the audit 
regime which the Accounts Commission applies in local government. Using audit to assist 
in improving management arrangements is now an important part in the Best Value 
regime for local government. There may be scope for developing best practice management 
processes in a consistent and comprehensive basis across the Scottish Executive and all 
public bodies in Scotland, with public audit being used as catalyst for positive change. 


Black also identified value for money audit as a ‘powerful tool’ in challenging 
professional groups to make them more accountable for their performance. This 
location of Best Value Audit within management by leading practitioners of 
public audit was endorsed by the chairman of Audit Scotland, the supreme audit 
institution for Scotland (Percy, 2001). In discussing the implementation of Best 
Value Audit, Percy made the following observations: 


To audit Best Value is not about auditing outputs but auditing the process. It is not the 
auditors’ job to second guess the policies agreed upon by elected members but it is the 
auditors’ role and indeed the officers’ role to ensure that there are arrangements in place 
to achieve Best Value through continuous improvement in effectiveness, economy and 
efficiency. To achieve Best Value means that an organization needs to hav2 proper 
management arrangements in place. Such arrangements ensure that business plans are 
prepared, scrutinized and monitored to ensure that they achieve their objective. The 
auditor of Best Value therefore needs to have the experience of assessing zhe adequacy 
of management arrangements to ensure probity, regularity, effectiveness, efficiency and 
economy. [This] requires judgement as to the most appropriate arrangements for the 
body in question and judgement as to whether the processes are functicning to achieve 
their objectives. 


This articulation of the role of audit in Best Value represents a strong belief that 
auditors should identify weaknesses in the management of local authorities and 
point to improved methods of management (Percy, 2001). These observations by 
leading figures within public audit in Scotland are exemplified by the manner in 
which the audit oversight body for local government (The Accounts Commission) 
has developed Best Value. 

The concept of Best Value has now been codified and is required by statute in 
the 2003 Local Government Scotland Act (Scottish Parliament, 2003). This Act 
lays a formal, statutory duty upon local authorities to ‘make arrangements which 
secure best value’ (s. 1(1)), in which Best Value is defined as ‘continuous improve- 
ment in the performance of the authority’s functions’ (s. 1(2)). In undertaking 
Best Value, local authorities are required to have regard to ‘efficiency, effectiveness, 
economy (and the need to meet equal opportunity requirements)’ (s. 1(4)). 
Also, in presenting this legislation, the role of the auditors in determining what 
contributes Best Value is enshrined in this Act under ‘enforcement’ (s. 3), which 
gives the Accounts Commission statutory authority to investigate Eest Value in 
local authorities. 

The statutory codification of the Best Value framework has givea primacy to 
oversight bodies. Indeed, the Accounts Commission (Accounts Commission, 2003, 
2004), has responded to the 2003 Act by devising an action plan for the audit of 
Best Value in local authorities. This action plan identifies two aspects of Best 
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Value implementation which refiect the desire of its proponents to change the values 
of local authorities by the requirements that (a) ‘there should be an explicit and | 
systematic approach to integrating Best Value into everyday working practices 
and involving staff in developing the organization’s approach to Best Value at all 
levels’ (Accounts Commission, 2004, p. 5) and (b) ‘key discussions and decision- 
making should be undertaken in a transparent and accessible way and reasoning 
behind formal decisions is clearly documented and traceable’ (Accounts Commission, 
2004, p. 8). . 

These developments are explored further below, through the lens of Power’s 
(1997) Audit Society, which is discussed next. 


THEORETICAL FRAMEWORK: AUDIT SOCIETY 


The depiction of a society in which audit practices dominate much of everyday life 
in a manner which creates an Audit Society (Power, 1997) has been described as 
one of the most significant contributions to thinking on public management reforms 
(Lapsley, 2008). Indeed, English and Skaerbek (2007) regard Power’s work as 
highly influential in shaping how researchers think about the auditing of perform- 
ance in public bodies. It is evident from the above account of the design and 
implementation of Best Value that this form of audit has the potential to reach 
into the everyday lives of local authority managers who may have been untouched 
previously by audit practices and processes. Next, we explore the merits of Power’s 
Audit Society as a frame of reference for the evaluation of Best Value Audit. 
This conceptualization of the role cf audit in society commenced with Power’s 
(1994) observation of the phenomenon of the audit explosion in the U.K. Power’s 
(1994) report not only identified the range of, and manner of, this spread of audit 
practices, it also elaborated upon a critique which laid the foundations for the 
Audit Society (Power, 1997). Power (1994) identified a number of manifestations 
of the audit explosion, all of which enhance the influence of auditing on society. 
This included the use of formal documents outside their original context and in 
ways unanticipated by those who may have designed them; the role of audit in 
articulating images, with rationalizing and reinforcing public images of control; 
the spread of audits and audit talk which coincides with a fundamental shift in 
patterns of governance in advanced industrial societies; the focus of new audits is 
not on primary activities, but on other systems of control; the extension of audits 
can make organizations more obscure and the audit process remains publicly 
invisible; audits have problematic criteria of success and are generally only pub- 
licly visible when they are seen to fail; audit shapes the activities which it controls 
in critical ways and represents a very particular conception of accountability 
(Power, 1994, pp. 4-9). Clearly, in this exposition Power (1994) did not envisage 
the audit explosion simply as an expression of an increased volume of audit activity. 
These were significant ways in which the manner and conduct of audit shaped 
public services, in potentially problematic ways. More recently Power (2003a) has 
reflected on the concept of the audit explosion and concedes that the form of the 
audit explosion is more institutionally varied than originally indicated, although 
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he contends that the basic claims of the audit explosion (Power, 1994) remain rel- 
evant and provide a challenge to attempts to reform and redesign audit practices. 

This problematization of the role of audit in society was further refined in 
Power’s (1997) seminal contribution to an understanding of public sector audit 
and its ramifications. This study located the explosion of audit activity within the 
international phenomenon of New Public Management (Hood, 1991, 1995)—an 
issue to which we return in this section. Within Audit Society (Power, 1997), the 
audit explosion is reaffirmed, but the wider implications of the role of audit in 
society are evaluated. Power advances the thesis that the pervasive presence of 
audit on society can lead to: 


1. Legitimation and decoupling strategies, 
2. Colonization and culture change, and 
3. Displacement of core organizational activities. 


In each of these instances, the act of audit compliance has the possibility of pro- 
ducing the following outcomes. 

On legitimation, Power (1997, p. 96) observes the potential for audits to pro- 
duce ‘comfort or organizational legitimacy’, because the audit per se is a rationalized 
ritual. Audit can achieve making things auditable by having auditable measures of 
performance and systems of control and the reliance on expert opinion, all of 
which can contribute to legitimation. 

Drawing on the seminal work of Meyer and Rowan (1977), Power (1997, p. 96) 
observes that, ‘even though audit files are created, checklists get completed and 
performance is measured and monitored in ever more elaborate detail, audit con- 
cerns itself with auditable form rather than substance’. In this way, the impact of 
the audit process may be marginalized. Therefore, in researching legitimation 
activities as a consequence of audit, there may be elaborate processes in evidence, 
but the manner in which organizational actors view such activities is crucial. If 
members of organizations do not value audit processes and reports and indicate a 
willingness to conform to the form of such activities, rather than a belief in the 
substance of audit, there is prima-facie evidence of legitimation. A second indica- 
tion of legitimating activities can be found in the activities of managers, if they 
choose to articulate internal structures rather than to actually manage them. 
Third, and perhaps most importantly, efforts may be made by organizations to 
decouple the audit process from the core activities of the organization by the 
creation of barriers (such as audit committees, audit officers, internal auditors). 
However, Power (p. 97) contends that the external audit process cannot remain 
permanently buffered in this way. Therefore, this legitimating activity may be 
unstable and may not endure, which should be evidenced in researching this 
phenomenon. 

On colonization and culture change, Power (1997, pp. 95, 97) observes that 
audit may be mobilized to counter and challenge the organizational discretion and 
power of professional groups with significant autonomy. In this way Power 
observes that VFM auditing is ‘explicitly a vehicle for organizational change’. The 
process of compliance with the demands of auditors is not neutral, in Power’s 
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view—the act of compliance may result in the dissemination and implanting of the 
values underlying the audit approach and thereby achieve colonization. Power’s 
thesis has initiated a number of research studies (including the present one). For 
example, Skaerbek and Thorbjornsen’s (2007) study of Danish defence systems 
explores issues of colonization and culture change. Also, Viklaelsg (2007) investig- 
ates the embedding of audit within hospital information systems, with subtle 
changes in meanings and practices arising from performance audit. 

In researching colonization through audit processes and procedures, Power 
(1997) identifies a number of factors which would indicate the presence of this 
facet of organizational life. First, audit activity spills over to all parts of the organ- 
ization and becomes a dominant reference point for all organizational activity. 
Second, the values and practices of auditing penetrate deep within the core of the 
organization. This situation would be evidenced by new ways of thinking, by new 
incentives and new perceptions amongst organizational actors on what is and is 
not significant. Third, in Power’s view outright colonization is rarely successful. 
Attempted colonizations produce varying forms of resistance and conflict amongst 
actors within organizations, and we should therefore expect to see evidence of this. 

On displacement of core organizational activities, in The Audit Society Power 
(1997, p. 120) advances the case that auditing, in general, but performance 
auditing in particular, has dysfunctional impacts or ‘reverse effects’, in which 
there are unintended consequences.of audit activity. He argues (pp. 95-7) that 
the audit process may fail because its side effects may actually undermine per- 
formance. Such impacts include the displacement of core organizational activities 
by the fulfilment of the audit agenda. In researching these impacts of audit, the 
following conditions may be observed: information overload, misdiagnosis, 
decline in organizational trust, the presentation of reports that ‘audit works’ 
(even if it does not), and a desire that ‘auditable performance’ becomes an end in 
itself (pp. 120-1). This may occur where there is a preoccupation with providing 
information which supports the demands of auditors, and in so doing lacks the 
capacity to deliver on other organizational tasks. 

However, the Power thesis has attracted some critical comment, and we examine 
these issues here. First, it has been suggested that Power’s (1997) Audit Society 
confuses the meaning of ‘audit’ and ‘inspection’ and that he conflates the two in 
his thesis of the pervasive existence of audit (Bowerman et al., 2000). Bowerman 
et al. observed that the situation of public sector audit was more complex and 
multi-dimensional than implied by Power. Their major reservations were over the 
use of the term ‘audit’ as a societal descriptor. In their view, much of what Power 
included in ‘audit’ was beyond the confines of traditional concepts of audit and 
its application. For example, the bracketing of ‘inspection’ with ‘audit’ does not 
address fundamental differences in these activities. This is acknowledged by 
Power (2003a). However, while there are indeed differences, particularly as inspec- 
tions have a different focus, reporting system and evaluation process, they do 
complement each other (Public Audit Forum, 2002). This shift is now recognized 
by the locating of the inspectorate within the Audit Commission and by the creation 
of an Audit Forum to facilitate collaboration between auditors and inspectorates. 
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A second criticism concerns the portability of the Audit Society idea. Pallot 
(2003, p. 151) is rather critical of Power’s (1997) interpretation of the activities of 
the U.K.’s supreme audit institution as being U.K.-centric. Specifically, she argued 
that the description of the U.K.’s National Audit Office as ‘one in which the political 
accountability to the electorate is supplemented if not displaced by managerial 
conceptions of accountability’ as unlike the New Zealand situation, in which the 
Audit Office had challenged many aspects of the advocacy of new managerialism 
on NPM. However, Pellot’s comments, in turn, should be seen in the context of a 
severely contested terrain in New Zealand, in which the Treasury and Audit 
Office were in open confrontation to be the dominant influence with the central 
government. Pallot (p. 139), for example. cites examples of external consultants 
challenging the need for an Audit Office, seeing them as a duplication of existing 
mechanisms of accourtability, challenging the merits of VFM work and advocat- 
ing the use of private sector auditors to replace government auditors. This critique 
is a cautionary warninz to exercise care in the interpretation and transferability of 
ideas such as ‘audit explosion’ and ‘Audit Society’. An observation with which 
Power (2003a) has concurred. 

One further strand of Power’s (1997) expression of the Audit Society which has 
attracted comment is the potential outcome of using audit as a legitimation 
device. On the one Fand there are those, such as Everett (2003), who see the 
Audit Society thesis as advancing an explanation of audit as a ritualistic or formal 
process, which verifies the means rather than the ends. While this captures part of 
the Audit Society thesis, it does not capture the wider issues—the fundamental 
shift in society, not just an issue of method or how the audit can be portrayed. 
Pollitt and Summa (199) and Pollitt (2003) are somewhat dismissive oZ this aspect 
of the Audit Society thzsis, without offering a serious rebuttal of the case advanced by 
Power. However, Power (2003b) has suggested that there have been few studies 
of the legitimating aczivities deployed in the face of audit. But most importantly, 
Power (1997, p. 98) states that the outcomes which he depicts for the Audit Society 
require an empirical test, to which this article seeks to contribute. 

The concept of the Audit Society is located firmly within the New Public Man- 
agement phenomenon by Power (1997, 2003a). However, within this context there 
is debate over the significance of audit. Bowerman et al. (2000, p. 85) challenge 
the claimed causal pcwer of audit in generating change in the processes of public 
sector management. Furthermore, Pollitt (2003) offers an elaborate interpretation 
of the direction of causality between New Public Management develcpments and 
developments in audit, with influences flowing in both directions. In Follitt’s view 
the main direction of influence seemed to be from public management reform 
to audit. In our view this locus of the Audit Society and the audit work which it 
promotes within the New Public Management is best captured by English and 
Skaerbek (2007), who identify an interrelationship, and mutual co-dependency, 
between the NPM aad performance audit. This latter perspective concurs with 
that of leading public sector auditors (Black, 1999). 

This positioning of audit work—essentially ‘performance auditing’—within the 
NPM recognizes the contribution of audit both as a control mechanism and as a 
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framing device in the shaping of public management reforms (English and Skaerbek, 
2007). However, one distinct aspect of this prevalence of audit appositely noted 
by Power (2003b) is the need to focus the attention of future research on a new 
subject—the auditee, rather than the present tendency to focus on auditors and 
audit institutions. Skaerbek and Thorbjornsen (2007) adopt this perspective in a 
study of the Danish defence system in which they reveal an identity crisis amongst 
officers in the armed forces as they seek to come to terms with performance audit 
on their activities. The outcome has important implications, with the emergence 
of ‘warrior-managers’ as hybrids (Skaerbek and Thorbjornsen, 2007). Our article 
seeks to further address this gap in understanding the impact of audit on auditees 
by focusing on the experience of managers in local government. 


BEST VALUE: PRIOR RESEARCH 


While Power (1997) identified three characteristics of the Audit Society, he noted 
that there have been a limited number of legitimation siudies of it (2003b). While 
we recognize the potential for legitimation activity in the face of reform, this is 
further evidence of the limited scope for the more elaborate legitimation activities 
articulated by Meyer and Rowan (1977), such as decoupling of the technical core 
from external legitimating functions in organizations in the era of New Public 
Management. This literature review confirms that studies of this phenomenon in 
the context of Best Value have focused on the other two dimensions: 


1. Displacement of core activities. 
2. New management culture. 


Those two strands of the literature on Best Value are central to the Audit Society 
thesis, and evidence in support of them is supportive of Power’s (1997) thesis. 
While these effects of Audit Society—culture change or colonization and ‘dis- 
placement’, or unintended ‘reverse effects’ (Power, 1997)—are dominant in the 
Best Value literature, we are sensitive to the possibility of legitimating activity 
within this study. However, these aspects of Best Value are examined next from 
the perspective of prior research, and articulate the contribution of this article to 
our knowledge of this novel policy. 


Displacement of Core Activities 
From the inception of Best Value, there has been scepticism over the role of 
audit. Freer (1998) was sceptical of the capacity of auditors and inspectors to 
make the judgements necessary to secure Best Value. A related issue is the elab- 
orate processes of audit necessary to deliver on Best Value (Boyne et al., 1999; 
Martin, 1999; Davis and Wright, 2004). Indeed, Martin (2000) identifies the reli- 
ance on audit in Best Value as a very significant development. Stewart (2002, p. 4) 
elaborates upon this critique: 

Best Value is in danger of beccming a time-consuming and over-inspected process in 


which carrying out the procedures has become more important than the challenge Best 
Value was intended to provide. The process of inspectors reviewing each review seems 
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an unnecessary burden. It is also a danger when it is assumed that inspectors are 
necessarily correct, reflecting the new doctrine of inspectoral infallibility ... there is a 
danger that targets will be achieved at the expense of services, or aspects of services, not 
covered by targets. This process depends on the fallible judgements of inspectors and 
assessors, with the danger that it will become more important to satisfy the inspectors 
than the local electorate. 


This critique is accentuated by Freer’s (2002) observation that the array of reports 
from inspectors and auditors can be confusing and exhibit no signs of joined-up 
thinking, and Davis and Wright’s (2004) observation that the information flows 
from Best Value review reports are as likely to induce uncertainty as clarity. 

There is some evidence of the significance of audit in Ball et al.’s (2002) case 
study of a local authority involved in the pilot stages of the Best Value initiative. 
There, the authors noted concerns with the need to demonstrate Best Value and 
the difficulties over measuring what actually constituted continuous improvement. 
McAdam and Walker (2004) also reported time-consuming processes which were 
central to Best Value. There is also some relevant survey evidence: Enticott et al (2002) 
reported that 67 per cent of their respondents were concerned that inspections led to 
a focus on Best Value, which may have affected service delivery; Higgins et al. (2004) 
reported concerns of Best Value officers that there was the likelihood of Best 
Value inspections skewing resources to certain activities and away from others. 
Furthermore, Entwistle and Laffin (2005) review central government regulation 
of local government authorities and point to the dangers of being excessively pre- 
scriptive and bureaucratic in seeking to improve the performance of local govern- 
ment. However, Entwistle and Laffin stress that they do not have evidence of the 
actual operation of Best Value. Therefore, while the Best Value initiative does 
raise questions over the contribution of auditing in the minds of many commentators, 
stronger evidence is needed on whether this is indeed the case. 


New Management Culture 

Another distinct aspect of the Best Value initiative is the aim of culture change. 
The declarations of government to secure a fundamental shift in local government 
culture is particularly evident from its desire to dismantle large departments for 
specific local government services by depicting them as ‘monolithic silos’ and by 
seeking the involvement of a whole range of communities on setting priorities in 
local authority planning (Martin, 1999). Most importantly, this desired change was 
to allow Best Value to achieve a culture of continuous improvement within local 
authorities (Martin, 2000; Boyne et al., 20024). 

However, the nature of the change sought by the Best Value initiative is espe- 
cially challenging. Ball et al. (2002) depict this as seeking change of a second order, 
requiring a redefinition of the ‘genetic code’ of the organization. In Ball et al.’s 
view, the specific requirement that local authorities seek continuous improvement 
will only work well if this aim is linked to cultural and behavioural change at all 
levels of these organizations. Similarly, Boyne et al. (2002b) observe that Best 
Value has many similarities to Total Quality Management initiatives which require 
large scale cultural change and take time to produce expected improvements in 
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performance. Indeed Nelson and Henderson (2005), in a study of the experi- 
ence of U.K. recreation centres with Best Value, make cautionary observations 
on the achievements of culture change and on the inference that the desired 
outcome of culture change will actually deliver continuous improvement. Where 
there is evidence of culture change in studies of Best Value implementation, 
the researchers tend to see this as preliminary, tentative. Entwistle and Martin’s 
(2005) study of partnership working between local authorities and private or 
not-for-profit providers commented on the need for a transformational approach 
to make this work. Also, Bovaird and Downe’s (2006) study of Best Value commented 
on the negative impact of the Best Value inspection regime. They also observed a 
continuing resistance to the Best Value agenda of competition, contestability and 
choice. However, they did report evidence of improved networking and connec- 
tivity across a range of actors and stakeholders in local government. Nevertheless, 
they did point to the need for further research on this evidence of culture change. 

Therefore, little evidence is available from prior research on whether the 
desired culture change has in fact been achieved and whether there has been dis- 
placement of core activities within audited organizations. Despite the lack of evid- 
ence of legitimation studies in Best Value, we remained alert to the possibility of 
legitimating activities in Best Value audit. Also, given the above observations, it 
is evident that a longitudinal perspective is necessary to determine if this has in 
fact happened. The above review of prior research on Best Value demonstrates 
the importance of this topic. It also reveals the complexity of Best Value imple- 
mentation and the need for further empirical evidence on what Best Value means 
in practice, which this article seeks to address. 


RESEARCH METHOD 


To investigate the perceptions of managers within local authorities on whether 
they were being made ‘auditable’ by the mechanism of Best Value Audit, as part 
of the wider phenomenon of the Audit Society (Power, 1997), a combined 
research approach was adopted (Denzin, 1978). First a longitudinal perspective 
was considered necessary, given the complexity of the topic (Pettigrew, 1989). 
Data collected over the period 1997 to 2007 included documentary evidence and 
fifty-three interviews. Second, the researchers scrutinized policy documents of 
oversight bodies and central government to gain insight into the aims of policy 
makers (Green and Thorogood, 2004). Third, case studies were undertaken to 
_ assess the perceptions of managers. Fourth, while the primary focus of this re- 
search is on management, an additional audit perspective was obtained by interviews 
with government auditors involved in Best Value to test out their intentions for 
this form of audit. 

In the initial phase (1997) of the development of Best Value, discussions were 
held with central government officials with responsibility for the new policy of 
Best Value, with local authority organizations and contacts within local govern- 
ment, to gather background information. In the development phase (1998-2000), 
a case study approach was adopted. 
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TABLE 1 
CASE STUDY SETTINGS 
Population Revenues (£m) Rural/urvan split 
Stuart* 400,000 551 Urban 
Easton" 150,000 200 Urban 
MacDonald" 105,000 133 Rural 
MacKay’ 349,300 382 Rural 





* Pseudonyms to preserve the anonymity of the study settings. 


The need to guarantee a significant variety of data, perspectives and problems 
(Yin, 1993) led to the adoption of a multiple case study method. Four local 
authorities were selected on the basis of several attributes (see Table 1) which 
could influence the trajectory of adapting to the Best Value regime. 

The four organizations represent, for this research, an embedded case study 
where key actors within the local authorities are the sub-units of analysis (Yin, 
1994). Interviews with these actors were the main source of evidence in each case 
study. Interviews with key actors were semi-directed and lasted approximately an 
hour. A checklist was followed, but the researchers, as suggested by Yin (1993, 
1994), asked additional questions, arising from the debate on Best Value issues. 
At each site interviews were held with senior members of management and senior 
elected members of these local authorities: chief executive officers, directors of 
finance, directors of key services in Best Value policy and elected members. In 
addition, the research team maintained contact with key informants at the case 
study settings as the Best Value regime was implemented. 

In the mature phase (2004-07), when Best Value was formally codified and had 
statutory backing, additional evidence was gathered from Best Value auditors. In 
addition, evidence was gathered from lead officers responsible for Best Value as 
the managers in local government who would be best informed and have the best 
overview of the nature and outcomes of Best Value implementation (Higgins 
et al., 2004). Interviews were held with Best Value officers after the statutory 
prescription of Best Value in 2004 and again in 2006. This approack recognizes 
the need to say in touch and to revisit case study settings to gain a faller under- 
standing of what has happened (Bryman, 1989; Gallmeier, 1991). 


RESEARCH RESULTS 


The research results are reported in three ways: (a) a discussion of perceptions 
of what Best Value was, and what it would become, in the initial phase (1997) 
of its introduction; (b) an examination of managers’ perceptions of the impact of 
Best Value in the development (1998-2000) and the mature (2004-07) phases of 
implementation; and (c) an examination of the views of auditors which encom- 
passes the entire period of the Best Value project to date. 
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Best Value: Initial Phase 
When Best Value was launched in 1997, the Minister for Local Government in 
Scotland made a series of pronouncements on what this initiative was intended to 
achieve. In the first instance, he observed that there was a need to change ‘the 
cultures, attitudes and behaviours’ of local authorities to ensure value for money 
(Chisholm, 1997a). That statement was made to the annual conference of the 
Accounts Commission, the government audit body. It is consistent with Power’s 
(1997) colonization critique. Within days of that statement the Minister focused 
on the need for partnership and the need for councils to be effective and efficient 
in service delivery in an address to the annual conference of the Association of 
Direct Labour Organizations, which promotes the interests of service providers in 
local government (Chisholm, 1997b). This Minister then addressed the annual con- 
ference of the Society of Local Authority Chief Executives, where he emphasized 
the partnership elements of the new arrangements for local authorities and the 
need for them to be responsive and democratically accountable (Chisholm, 1997c). 
Within a few days, a rather complex picture of what is ‘Best Value’ had emerged. 

This complexity was suggested at a preliminary interview to gather background 
information on this project with two central government officials charged with the 
responsibility of developing this policy, as the following statement illustrates: 
‘What is Best Value? Nobody knows, is the short answer. It’s.developing. It’s an 
alternative approach. The difficulty about it is that it is about attitudes and 
cultures.’ This perspective is reaffirmed by the views of the chairperson of one of 
the working parties established to take forward the development of Best Value. 
This chairperson commented on the need to change organizational culture to 
introduce real change envisaged by Best Value. A senior auditor at the Accounts 
Commission made similar observations at this time, stressing that Best Value 
would create an environment of continuous improvement. 

However, the first government policy document on Best Value (Scottish Office, 
1997, p. 1) makes the following observation: 


The report recognizes that significant elements of Best Value are already being 
developed by local government and the Accounts Commission. It seeks to build on 
established and emerging arrangements and processes. For example, it recognizes that 
Scottish councils already have a statutory duty to seek value for money in all their 
activities and that audit procedures exist to monitor their performance in this respect. 
This initial statement on Best Value indicates the possibility of colonization 
through Value for Money audit, as Power indicates. The depth and strength of 
its implementation might also result in the displacement which Power cautions 
against. Also, the elements of continuity open up the possibility of legitimation, 
the other strand of Power’s Audit Society. This possibility can be seen from back- 
ground interviews with a senior executive within the Convention of Scottish Local 
Authorities (COSLA), an umbrella crganization with the aim of promoting the 
interests of local government and from a finance officer at Stuart, one of the case 
studies in this article. The COSLA official saw Best Value as building on an 
approach called the Business Excellence Model developed by the European 
Foundation for Quality Management which COSLA had promoted. This picture 
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of continuity is also reflected in the comments of the finance officer from Stuart, 
who saw Best Value as capturing a lot of council’s policies in which innovation 
in service delivery is central and in which the management of this council see them- 
selves as a ‘model’ local authority. If existing practices, processes and structures 
satisfy the demands of Best Value, there is the possibility of legitimation of existing 
activities rather than cramatic change. This depends crucially on how Best Value 
develops and is implemented. Next, the implications of this are examined, by 
focusing on our primary interest group—the managers in local authorities—both 
as Best Value develops and as it becomes a mature policy with statutory backing. 


Audit Society: Managers’ Perspective 
The second phase of this research explored the extent and manner in which Best 
Value has penetrated local authorities. In this, we sought to gather evidence on 
whether managers and officials acted upon Best Value guidance. The overall 
experiences of local authorities studied are summarized in Table 2. The evidence 
reveals what ‘Best Value’ means to key actors in local authorities. Overall, 
broadly similar experiences were found in the implementation of Best Value, with 
the exception of two zase study sites. However, there were some interesting con- 
trasts within the case studies: scepticism about key elements of Best Value, along- 
side a willingness to support Best Value, with claims of existing practices already 
in place similar in approach to Best Value. There is evidence of Power’s (1997, 
p. 18) critique that tke practice of audit rarely functions according tc the official 
blueprint. Within the four case study settings, MacKay exhibits some limited 
signs of culture change. Only Stuart can be seen to have responded positively to 
the Best Value philosophy, but even here there remain doubts and we describe 
this situation as ‘nascent’ rather than conclusive, as shown below. 

These findings are of two different dimensions of Best Value implementation 
as identified in the literature: (a) Displacement of core activities because of the 
requirements of compliance with the Best Value regime and (b) Management 


TABLE 2 


MANAGEMENT P=RCEPTION OF BEST VALUE AUDIT: CASE STUDY RESULTS 





Dimension Case study 





MacKay Easton MacDonald Stuart 





Displacement 





Initial perception Positive Positive Positive Positive 
Subsequent perception. Positive Positive Positive Positive 
Cultural change 
Initial perception Negative Negative Negative Negative 
Subsequent perception Limited Negative Negative Nascent 
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culture as a key determinant of the adoption of Best Value. Each of these aspects 
of Best Value implementation is discussed below. 


Best Value and Displacement: The Development Phase Powers’ (1997) critique of 
an inspection society within the U.K. public sector and its potential displacement 
of key resources were manifest during the interviews. Despite a feeling that the 
Best Value approach was not entirely new, interviewees nevertheless saw Best 
Value as different, particularly because of its scope and systematic nature. This in 
itself gave rise to misgivings, particularly over the displacement of resources in 
service provision to cope with the bureaucracy of Best Value. As the Director of 
Education at Stuart expressed it: 


the dilemma facing the city is how much time you devote to a bureaucracy that inevitably 
goes out on Best Value .. . the great fear is that it will go the other way. One just wonders 
whether Best Value is becoming too much of a burden, with too much devoted to it other 
than actually delivering the service, and that’s my greatest worry. 


These concerns over the displacement effect of Best Value were reiterated across 
the board amongst senior executives at MacDonald. The Director of Education’s 
comments typified this: 


the concern is the work involved and finding the way to do it effectively, and what else 
are you not going to do if you are doing that. There is a slight concern, well more than 
slight, within the Education Service in particular, that we are spending a lot of time 
auditing these days, much less time actually delivering. 


Experiences with the displacement of existing work activity to undertake Best 
Value reviews were also reported upon at Easton. Consider the following statement 
by the Director of Housing: 


Where we had a whole range of things agreed with our tenants, for instance, that we were 
going to do this year, we have not been able to do these because everybody has been 
directed to Best Value. Everything we are doing is diverted to Best Value. 


At MacKay the senior management team presented a strong picture of commit- 
ment to Best Value, But there were some indications of reservation over possible 
displacement effects. As the Director of Strategy at MacKay expressed it: 


One of the things the Heads of Service have been talking to me about (and I fully agree 
with them) in the last week, is we’re so stretched that we don’t really know if we have 
the staff to carry out the Best Value work. You know we’re really beginning to worry 
about the kind of things that we want to take on in terms of Best Value—have we actually 
got the people we need to work on it? 


These findings exhibited a consistent picture of nervousness around what Best 
Value is and may become—a distraction from service provision-—on the part of 
expert commentators and senior managers in local government. 


Best Value and Displacement: The Mature Phase While these experiences of the 
case study settings are consistent with Power’s (1997) depiction of the displacement 
of core services to meet the burden of the inspection society, the later evidence is 
more complex. In 2004 the Best Value managers at all of these case study sites 
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reported after five years of ‘Best Value’ that compliance with the requirements of 
_ Best Value did not divert resources from their local authorities front line services. 
Stuart, for example, implemented Best Value as an integral part of service 
resource allocation and the resource implications were restricted to the realloca- 
tion of ‘one or two’ staff as coordinators. Similarly, at MacKay Council, while the 
Best Value manager conceded that preparation of submissions for audit could be 
time-consuming, in his view there was no considerable diversion of resources to 
compliance from frontline services. In particular, this was, in his view, because 
‘continuous improvement’ was integrated into their management thinking. 

However, while these Best Value managers were selected as the source of data 
with the most comprehensive picture of Best Value development in their local 
authorities (Higgins et al., 2004), this group represents the Praetorian guard of 
Best Value implementation in local authorities. Also, these interviews were held 
just after the introduction of Best Value as a statutory requirement in 2004. 
Therefore, we tested evidence of displacement further by seeking views on 
whether the Best Value approach was dominated by form-filling. This was the 
view at MacKay Council where the Best Value manager conceded that there was 
a danger of compliance being overly tick-a-box orientated, with a one-size-fits-all 
approach to local authorities. This view was reaffirmed by the Best Value man- 
agers at Easton City and MacDonald. However, this was countered by the Best 
Value manager at Stuart, on the grounds that Best Value implementation was 
much more an integral part of service planning and delivery than an add-on. 
Overall, therefore, while there are proponents of Best Value as non-problematic 
(such as the Best Value manager at Stuart), we have evidence of the kinds of con- 
cerns highlighted by Power (1997) in his critique of audit in society. 

By 2006, while the Best Value officer at Stuart was reluctant to describe Best 
Value audit activity as displacing resources from front line activities, he did con- 
cede that the actual audit process for a whole authority Best Value audit was 
time-consuming and costly. The Stuart Best Value officer observed that the pro- 
cess of the Best Value audit (from inception to final report) had taken nine 
months. The Best Value Audit Review Team had four members who spent four 
weeks within the local authority, interviewing over forty-two service officials in 
the process. The Best Value audit had also involved considerable preparation of 
documents and briefing of colleagues. However, the comments of the Best Value 
officer at Stuart are mild compared to these of his colleagues at Easton, MacKay 
and MacDonald local authorities. 

The Best Value officer at MacKay described his local authorities experience of 
Best Value, as follows: 


We had a 65 page Best Value report. It was an efficiency agenda. We need to revisit our 
capacity to deliver front line services but we are so tied up with audit and inspection 
requirements that we cannot undertake this crucial activity. This whole phenomenon is 
so big that it is hard to measure how bad the szale of the problem is in 2 systematic way. 
You just have a sense that everybody is involved in it. It just seeps into everyday life. 


Indeed, meeting the requirements of Best Value had led to Easton local authority 
engaging in the production of legitimacy (Power, 2003) to be seen to be undertaking 
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Best Value (with obvious implications for resource use), as the following comment 
from their Best Value officer elaborates: 


A major issue in dealing with Best Value is our ‘board’ which consists of elected 
councillors, not executive directors. Best Value auditors say we should present tables on 
KPIs and stress the benefits of budgets linked to policies. But the councillors do not want 
to read them—real politik. At the end of the day, we say to councillors that we need to 
make presentations on these kinds of things to keep the auditors happy. This is an audit 
compliance strategy rather than striving for excellence. 


The views expressed by Best Value officers at MacKay and Easton local authorities 
is reaffirmed by the MacDonaid Best Value officer who expressed misgivings over 
the volume and nature of audit and over the resources devoted to Best Value 
audits: 


We have so much audit. There is Best Value. There is financial regularity. The Social 
Work inspectorate. Her Majestv’s Inspectorate of Schools. Fire Services. Police Services 
... There is masses and masses of audit and inspections which don’t add value. Inspection 
does not help us... The level of audit is oppressive. It is about trust or the lack of it in 
the local authorities and the public sector, generally. As soon as you put a regulatory 
regime in place it becomes self-serving. It would have been better to put all the resources 
which have gone into recruiting Best Value auditors into the recruitment of high quality 
managers for local authorities. 


These observations by Best Value officers, with the notable exception of Stuart, 
underline the apprehension of officers at the case study settings that Best Value 
could indeed become overly bureaucratic, resource hungry and with displacement 
effects from other local authority services. 


Best Value and a Management Culture: The Development Phase In his critique of 
audit in society, Power (1997) identified colonization as a possible outcome of 
the changes embodied in the inspection society, saying whether this has happened 
required substantiation by empirical research. The intent for this outcome is 
evident in our analysis of the development of Best Value in which auditors 
(Accounts Commission, 2004) define the need for the local government executive 
to adopt a culture which is more managerial both in outiook and in behaviour. 

Our evidence from the developmental phase of this research on whether a 
‘culture change’ or a colonization has taken place in these case study settings is 
largely limited. For example, the Convenor of Social Work at Stuart expressed 
this as follows: 


What we need to create is a culture that is managerial in which officers calculate the risks 
of doing good preventative work. And that means we need to have a management that 
will approach that. But when managers are actually scared about overspending, they 
react in the classic culture of the memo, bureaucratic procedures, and that stifles initiatives, 
it reduces risk taking, and it moves from a ‘can do’ to ‘tell ma what to do’ approach. 


The above comments were also made by interviewees at the other case study 
sites. The leader of MacDonald, for example, highlighted unevenness in manage- 
ment change when he stated: ‘I think the attitude of management has changed, 
without any shadow of doubt, but in others there is still a culture of change to 
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happen’. At Easton the process of shifting to a more businesslike (customer- 
focused, problem solving) behaviour was also commented upon, but more favour- 
ably. The Director of Housing stated: ‘Local government has had to become more 
businesslike. It couldn’t do anything else. Previously it was much more ad hoc and 
laissez-faire.’ 

Despite the above concerns and scepticism, there was evidence of support for 
Best Value as an approach. There was top management support at Stuart in the 
shape of the Best Value Review Group, which consisted of leading electeé mem- 
bers of the council and proactive senior officeholders, including the Director of 
Finance. Thus commitment to Best Value at the top of the organization was 
evident. The Director of Corporate Strategy stressed both the importance attached 
to Best Value at Stuart and the manner in which it reinforced existing best practices: 


Stuart has regarded Best Value as being a very important development and likes to see 
itself as being at the forefront of Best Value activity ...we were well down the Best 
Value path before any of the consultation papers were prepared. So there is nothing new 
that really comes out of Best Value that we weren’t working on before. What Best Value 
has done has given us an external validation of what we are doing in Stuart. 


However, there remained issues about the extent to which commitment to Best 
Value has penetrated all parts of the organization. Reservations also existed in 
other councils. For example, the Director of Social Work at MacDonald described 
Best Value, as follows: 


I think it’s clever. You know this computer world of hardware, software and vapourware— 
they sell it but it doesn’t exist. I think it [Best Value] has got a touch of vapourware about 
it. Best Value, I think the notion seems to be ok, but what is it. Our central policy unit 
is embracing it with great urgency, so we’ve committed ourselves. Fine. But now again, 
it’s the cold dawn of reality—what have we signed ourselves up to. A massive programme 
of service review, both at corporate and departmental level, and I’m now nervous about, 
well more than nervous about not being able to deliver. 


Easton has also had explicit top management support for Best Value. Like Stuart, 
it has established a Best Value Review Group of senior officers and elected members 
of the local authority. However, there remained doubts about the extent to which 
this commitment has taken hold throughout the organization. At one level a 
number of social work staff stated that a strong effort had been made to get across 
the Best Value message to all levels of staff, but there was nervousness rather 
than acceptance on the part of some staff, especially over the review process. 
However, one senior member of the management team at Easton expressed scep- 
ticism over the Best Value initiative, particularly over value for money reports by 
auditors. In a statement which demonstrates Power’s (2003) depiction of audit as 
the production of legitimacy, this member stated: 


I have had to say to the auditor, I will fill in whatever forms you ask me to dc, because 
if I don’t you'll probably put some kind of note in the Auditor’s report or to elected 
members, but with all the priorities I’ve got within Easton, it’s not my priority. TIl do the 
minimum to make sure that I don’t get criticized, I can’t do any more than that because 
I just don’t have resources. 


39 


© 2008 The Authors 
Journal compilation © 2008 Accounting Foundation, The University of Sydney 


ABACUS 


The Chief Executive at MacKay was depicted by colleagues as a major driving 
force for change. This has given MacKay a very distinct structure and management 
ethos. However, the Chief Executive was careful not to overstate the case: 


We can be conservative, with a small ‘c’, in some ways, we’re coming into financial 
management, we’re still very financially driven as an organization. I guess we have to be 
because of the nature of the local government funding regime and that can certainly 
shape inherent conservatism. 


There were members of the senior management team who saw the Best Value ini- 
tiative as supporting better management. As MacKay’s Director of Strategy put it: 
‘If we’re really serious about management and if we’re managers in this organiza- 
tion then this [Best Value] is the sort of stuff that should be fundamental to our 
everyday work’. However, there are issues about the extent to which these ideas 
of management change have penetrated this organization. As a senior policy 
adviser described it: ‘If you take the innovators and the product champions that’s 
my role. And we have early adopters, early majority, and those that will just never 
change, laggards who will never buy into this.’ 


Best Value and a Management Culture: The Mature Phase All of the above con- 
cerns with the implementation of Best Value were reiterated by our key inform- 
ants, the Best Value managers, in 2004. We approached this by asking them if 
Best Value was delivering continuous improvement. The answers from these 
managers were equivocal. At Easton, the Best Value manager remarked that the 
Best Value regime can lead to continuous improvement. At MacDonald, the Best 
Value manager remarked that Best Value could deliver continuous improvement, 
if the organization were so minded, but MacDonald was just not there yet. Sim- 
ilarly, at MacKay the Best Value manager stated that ‘we hope it does’ in 
response to the question of whether Best Value was delivering on continuous 
improvement. In his view, while Best Value reviews and target setting were 
geared to achieving continuous improvement at MacKay, this was not always 
happening successfully. However, at Stuart, the Best Value manager felt that 
the requirement to look critically at services had led to improvement; however, 
the benefit derived did not always persist, in his view. 

We addressed this dimension of Best Value implementation further by asking 
these Best Value managers if (a) the Best Value regime had penetrated to all 
parts and levels of their local authority, and (b) whether Best Value had resulted 
in, or contributed to, a change of culture at their local authority. In response to 
the first of these questions, the zeneral response was negative, although the Best 
Value manager at Easton said ‘to a degree’. However, the fourth Best Value man- 
ager refuted this, pointing to the need for time to achieve culture change, the dif- 
ferent levels of adaptation in their authorities. 

One Best Value manager (MacKay) stated that he would be ‘surprised if most 
employees could either attempt to define Best Value or, where they did so, to do 
so consistently’. These observations were reaffirmed in their responses to the 
question of culture changes from an outright ‘no’ (Easton) to ‘only a very little to 
date’ (MacDonald), to ‘staff are much more capable of adapting to change’ (Stuart). 
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Finally, the Best Valu2 manager at MacKay stated that he would be surprised if 
the majority of employees would relate cultural change to Best Value. Although 
he did state that there was an ‘awareness’ of the need to demonstrate improvement 
which had tackled all employees, although they would not see this as ‘Eest Value’. 

By 2006, a differert picture emerged. At both Easton and MacDonald, the 
pattern of no evident culture change persisted. The Best Value manager of 
MacDonald expressec this as follows: 


We are trying to achieve culture change. We are working towards continuous improvement. 
But Best Value won’t bring about good management on its own. Unless we move away 
from the importance of the professions and the technical in local authority organizations 
to a more managerial system, and increase managerial capacity and make it more 
important Best Value won’t achieve it. Best Value does not get a strong enough emphasis 
on management and away from the professional and technical. Best Value is very much 
treated as ‘discretionery’. It is about trying to get through a process. In this way, you will 
never achieve cultura. change. 


Of the remaining local authorities, MacKay’s Best Value officer reported an in- 
sidious subtle process which crept into procedures and reporting systems, resulting 
in an incremental change in the culture of the organization. However, Stuarts Best 
Value manager depicted a more fundamental change in the underlying culture of 
this local authority. To achieve this, Stuart had instituted a system of performance 
appraisal of management linked to Best Value targets. All senior managers in 
this local authority aze subject to 360-degree evaluation by all senior colieagues. 
Alongside this, indiv-dual managers have service plan goals and targets with the 
aim of improving performance. This instrumental process was said to have 
achieved a fundamental change in the culture at Stuart, as evidenced by a Best 
Value audit of this authority. 

Despite all the investment in new language, new procedures and new institu- 
tional arrangements, there is evidence over their limited penetraticn at Easton 
and MacDonald. This applies at the senior management level. It also applies deep 
within these organizations, as the lower levels of management do not buy in to 
Best Value. Howev2r, there is evidence of a more muted or limited culture 
change at MacKay, with a more nascent change at Stuart. There is also limited 
evidence of legitimating activity by these local authority managers, particularly 
over their attitudes to form-filling for Best Value and, in certain cases, the manner 
in which the informetion required for Best Value reporting purposes is regarded. 
However, there is no evidence of investment in structural changes—such as 
decoupling—to keep the auditors at bay and, indeed, the intrusive nature of this 
form of audit makes this option unlikely, with ‘resistance’ in the form of adopting 
a tick-a-box mentalizy the most likely form of behaviour which can be regarded as 
legitimating. These findings substantiate Power’s (1997) concern over audit as a 
colonization and displacement device. 


Audit Society: An A adit Perspective 
The major focus of this article is on the perceptions of managers within local 
government on whezher they have become ‘auditable’ (Power, 1996) as part of an 
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Audit Society (Power, 1997). The focus on managers addresses a gap in know- 
ledge in the area of ‘performance auditing’ (Power, 2003; Pollitt, 2003). However, 
while the primary aim is on the managers within the case study settings, the views 
of a limited number of auditors were also obtained to determine how they saw 
their role, and whether this was consistent with the Audit Society thesis. In par- 
ticular, this section now seeks to examine whether there is support for Power’s 
Audit Society concept of the auditor as a ‘colonizer’. 

The leading officials in public audit with responsibility for Best Value Audit 
(Black, 1999; Percy, 2001) have written on this development of audit in a manner 
which is consistent with Power’s (1997) Audit Society thesis. In particular, these 
leading auditors see a need for a culture change in management (see ‘Research 
Context’, above) which is consistent with the colonization strand of the Audit 
Society thesis. These observations by leading government auditors have been 
reaffirmed by policy statements of the oversight body responsible for Best 
Value Audit. Furthermore, we present below the views of government auditors 
responsible for the implementation of Best Value. These additional interviews 
underline the perspective which auditors bring to bear—the intention to achieve 
cultural change and a belief that auditors are equipped to have a key role in this 
process. 

There was a consistent view within the government auditors responsible for the 
development and implementation of Best Value. One senior government auditor 
who had a major role in determining how management arrangements in Best 
Value were implemented spoke very positively of the idea of Best Value, which 
he described as ‘a natural development from Value for Money audit’. In his view, 
the scrutiny of ‘good management’ within local authorities was a case of ‘auditors 
helping and supporting managers in local authorities’. This initiative (to issue 
guidance on what good management was) had been warmly received by auditors 
in the field, who found the guidance which this unit offered as ‘helping them to 
understand local authorities better’. This auditor was firm on the benefits of Best 
Value’s stress on ‘continuous improvement, allied to economy, efficiency and 
effectiveness’. 

Interviews with audit managers within the oversight body supported the views 
of the senior government auditors. The first audit manager stressed that an 
emphasis on management practice was a key to the delivery of Best Value. In his 
view, auditors should have a pivotal position in reviews of management in local 
authorities. This auditor subscribes to what Pollitt et al. (1999, p. 9) describe as an 
input-output model of public management: the need for organizational objectives 
and robust measures of performance. Fundamentally, this auditor saw the need 
for culture change to deliver continuous improvement which he saw as being 
created by ‘organizational climate’ and ‘an attitude of mind’. 

A second government audit manager commented that: 


It is important to understand what is the key factor [in Best Value]. It is the VFM attitude 
of mind that has to develop. In the past, local government were spending or money- 
oriented. Now they have to give more attention to the value of the services which they 
provide. 
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In this regard, this aucitor identified two key areas in the delivery of tris: (a) the 
use of performance indicators to evaluate the link between quality and Value for 
Money, and (b) the need to consider quality of services from a customer’s percep- 
tion and to measure clients’ attitudes to services provided. In these processes of 
focusing attention on best practice and ensuring that public sector bcdies strive to 
improve, this government audit manager stressed the importance of zhe auditor 
who ‘analyses, in a more objective way, management arrangements and gives us 
an independent opinicn on areas where effectiveness could be improved and sug- 
gestions to realize these improvements’. 

The above evidence—the view of leading figures in public audit, the policy 
documents from the >versight body with responsibility for Best Value and the 
views of (albeit a small number) of audit managers within the oversight body— 
confirms a pattern of intent on change on management culture, or colonization. 
This is confirmatory evidence of Power’s Audit Society. 


CONCLUSION 


This article has investigated the development and implementation of a new sys- 
tem of auditing in local government: Best Value. The locus of this study is within 
Power’s (1997) critique of the Audit Society in which inspections and oversight 
bodies have increased influence over all aspects of life. This study has as its focus 
the intended and actual influence of auditors on the perceptions of management 
in local government through Best Value. This focus was addressed by scrutinizing 
policy and Best Value Audit papers, by interviewing government auditors 
involved in Best Value, by interviewing senior managers and elected officials with 
significant operational responsibility for service delivery, and by interviewing 
local authority managers with designated responsibility for Best Value. There is 
strong evidence provided in support of Power’s thesis of the Audi: Society. In 
particular, the statutory codification of Best Value in 2003 and the privileged 
status of government auditors in the definition and implementation of Best Value 
resonate with Powers Audit Society. 

Power (1997) identified three possible outcomes of the progression to the Audit 
Society: a colonization of ideas (or culture change), auditing assuming a legitimat- 
ing role, or the displacement of core activities. Results here of the Best Value 
initiative revealed thz following: limited legitimating behaviour, some colonization, 
but also a picture of resistance in the field. Some evidence is provided of behaviour 
which can be seen as legitimating the actions of management. We discovered 
senior managers who said that they would address Best Value in a tick-a-box 
manner, rather than acting upon its guidance. However, Power has observed few 
studies of legitimating activities in the face of audit. We contend that this may be 
a function of the time-dependent nature of some of the evidence mobilized in 
support of the legitimation thesis. Specifically, while we recognize the fundamental, 
influential nature of Meyer and Rowan’s (1977) seminal article on legitimation 
in public sector organizations, we would suggest that that it was written in 
a relatively benign era for public sector organizations. More specifically, while 
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public sector organizations of the Meyer and Rowan era may have experienced 
financial cutbacks, they were not exposed to the detailed, systematic attempts 
to change their behaviour or culture, as, for example, evidenced by New Public 
Management programs or, in the present case, a decade of Best Value audit. This 
circumstance constrains the level of legitimating activities and enhances the like- 
lihood of colonization and/or displacement activities. This finding has implica- 
tions, internationally, for researchers in public sector organizations. Meyer and 
Rowan’s research was based on U.S. experiences, but has initiated a wide 
range of studies in a variety of countries. The observation in the present 
study—that the classic Meyer and Rowan scenario does not prevail in the cir- 
cumstances of prolonged NPM activity—merits further research, both in the U.K. 
and internationally. 

Indeed, our scrutiny of the process by which Best Value was defined and made 
operational established the intent of the auditors to colonize local government. 
Auditors, in the shape of the government bodies responsible for the audit of local 
government, had defined what ‘good management’ is, had prescribed this, and 
were investigating local authorities to see if their guidance was being adhered to. 
However, the evidence within our case studies is predominantly one of resistance 
and apprehension on the part of local authority managers with the exception of 
one case study site, where Best Value methodologies were reported as accepted. 
However, most local authority managers expressed concerns that the displacement 
effect of a prescriptive, audit-led concept of good management (as in Best Value) 
does mean officials are busy making themselves auditable, rather than doing their 
jobs. 

On a wider front, the colonization argument can be depicted as ‘culture change’. 
The evidence presented here is of limited buy-in to the language and practices 
of Best Value and of limited culture change. Exceptions to this were those indi- 
viduals designated as Best Value managers who were to be advocates of Best 
Value within their local authorities. Even within this group there was scepticism 
over the extent to which ‘culture change’ had taken place with the significant 
exception of one case study site where Best Value was acted upon, and another 
where it was infiltrating the organizations in a subtle, even insidious, way. 

These research findings extend our understanding of prior research. In particular, 
while many commentators have observed from the outside that Best Value may 
lead to displacement, this research offers more direct evidence from the managers 
to whom the Best Value process is addressed. Also, earlier research found the 
concept of culture change or colonization difficult to determine with certainty. 
This study confirms the elusive nature of this concept and the need for further 
study of how and where culture change may take place. The findings also locate 
the auditors charged with the implementation of the Best Value project firmly 
within the proponents of the New Public Management for modernizing public 
services. 

As noted above, our findings are supportive of Power’s (1997) Audit Society. 
However, Power (2003b) has expressed the view that there has been a dearth of 
studies which have examined the legitimating effects of audit. This research may 
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contribute to our understanding of why this is the case. In addition to the time- 
dependent evidence advanced by Power on legitimation in audit (see above) we 
contend that the effects of displacement, legitimation and colonization are best 
not studied in isolation. This work provides evidence of intertwinirg of these 
phenomena in these s-udy settings as managers are apprehensive about displace- 
meni and may indulge in legitimating behaviour or may even appear to succumb 
to colonization. 

This study also has implications for policymakers, both in the U.K. and inter- 
nationally. The very overt, explicit New Public Management agenda of ‘sound man- 
agement’, with audit verification, resulted in resistance to change in these case 
study settings. One feature of this is the time it takes for something so profound 
as ‘culture change’ to take hold. Only one of these four case studies eppeared to 
have shown some pos:tive responses to the cues of audit process (Power, 1997). In 
documenting and gataering the information sought by the Best Value auditors, 
this local authority could be regarded as one which was experienc-ng ‘culture 
change’. This raises issues about the manner (explicit) and the means [auditors as 
enforcers) to achieve this declared aim of culture change. It alsc raises issues 
about the trajectory of such policies for fundamental changes in the actions and 
behaviour of manage:s within organizations, with the intent of government policy 
documents looking over-ambitious. 

There are wider implications of this study within the international phenome- 
non of New Public Management. Hood (1995) has depicted the U.K. as a pace- 
setter in public management reform. As such, it serves as a reference point for 
policy makers intent on pursuing public sector economy, efficiency and effective- 
ness. However, as Hood has observed, the discrepancy between rhetoric or 
advocacy and the actual implementation of these reforms can be significant, 
which helps to explain the pacesetters and the laggards. The particular attribute 
of this study setting is that it is located within the U.K. and is exposed to the 
latest ideas and reform for the public sectcr. Furthermore, it has the powers to 
advance at its own face on many reforms, including in this case, Best Value. In 
this regard, these findings of this study are more relevant to those economies 
which are not recognizably pacesetters in reform, but which are intent on the 
modernization of their public sectors. These findings are therefore of relevance 
to researchers, policy makers, policy analysts and public service financial managers 
and managers, generally, in that major group of economies which cannot be 
regarded as pacesetters. 

The overwhelming picture from this detailed study of the implementation of 
government policy is confirmation of Power’s (1997) Audit Society thesis. There 
is a case for further studies, including cross-sectional studies and studies in differ- 
ent locations in the U.K. and internationally, especially longitudinal studies, of 
the influence and irtentions of ‘audit’ on the complete range of public services. 
The ‘audit’ intent in this article is evident from policy documents for audit bodies 
to colonize management: to make management auditable. But while the intent 
is demonstrable in the articulation of policy, it is uneven in practic. In Power’s 
terms, the audit bluzprint does not fit, and does nct capture, practicz. 
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Prospects: A Missing Piece of Current 
Selling Price Reporting 


This article seeks to provide insights about a conceptual objection 
to current selling price reporting: that, in its determination of asset 
amounts, such reporting ignores the reporting entity’s prospects (poten- 
tial, promise, outlook) for achievement of possession of or of access to 
consumer general purchasing power beyond its achievement to date of 
such possession or access. The article argues that financial reports should 
provide (a) information that is helpful to the users to evaluate the pros- 
pects of the reporting entity, including financial statement information 
based on current selling price reporting, (b) a section of the income 
statement presenting amounts spent during the reporting period to 
enhance the reporting entity’s prospects, and (c) various kinds of supple- 
mentary information to aid the evaluations, such as the kinds discussed 
in this article. 


Key words: Accounting theory; Current price; Measurement, methods; 
Prospects; Reporting; Selling price. 


The interesting aspect of [current selling price reporting] is that discouraging prospects 
are reported precisely when subjective value is usually being added, and reported progress 
is inverse to the change in prospects as perceived by the managers themselves . . . [current 
selling price reporting] make[s] little or no pretense at showing what earnings potential 
management has at its disposal. 

Devine (1985a, p. 76; 1985b, p. 25) 


A conceptual objection to current selling price reporting (CSPR) has been made 
by some, as above, that, in its determination of asset amounts, such reporting 
ignores the reporting entity’s prospects (potential, promise, outlook) for achievement 
of possession of or of access to consumer general purchasing power” beyond its 


These two statements are contradictory. In the first, Devine states that CSPR reports prospects 
(discouraging ones). In the second, he states that it doesn’t report prospects (potential). The 
second statement is correct. 


? See Rosenfield (2006, Chapter 11). 
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achievement to date of such possession or access. Discussion of prospects is missing 
from most discussions of CSPR? 


REPORTING ON PROSPECTS 


Several observers have stated or implied that prospects are the very attribute of 
assets that should replace acquisition cost for use in financial statements (if they 
exist, prospects are current conditions, and so to that extent are candidaies for 
use as such an attribute): 


3 


Another missing piece of CSPR is reporting on liabilities. Those who propose basic reforms in 
financial statements almost without exception concentrate on asset reporting and related income 
reporting. They have almost all neglected reporting on liabilities: 


the proper valuation of assets is the very basis of truthful financial statements. (MacNeal, 1339, p. 67) 


Much has been written concerning the measurement of assets in a current value accounting system. Very little, 
relatively, has been written about the measurement of liabilities. (Skinner, 1987, p. 546) 


To the extent that the foremost advocates of CSPR have stated views on reporting on liabilities, 
they have been in agreement: 


financial position is represented by the current cash equivalents of assets and obligations zs determined in 
contemporary markets. (Chambers, 1966, p. 290) 


the debt [should be reported] at the market value of the bonds. (Sterling, 1979, p. 159) 


The FASB suggested the same: ‘The Board . . . indicated . . . that it generally finds no support for 
measuring the fair value of financial assets and liabilities differently’ (FASB, 1998, p. 2). 

If credit risk is incorporated in the measurement o liabilities represented by traded securities, by 
measuring them at their current market prices, it results in a paradox. When the riskiness of the 
reporting entity would be perceived by the users of its financial statements to have decreased, they 
would bid up its liabilities. Because of that, the reporting entity would increase the amounts at 
which it states its liabilities using this attribute. That would make the reporting ertity look more 
risky. The users would then bid its liabilities down, and it would decrease the amounts at which it 
would report its liabilities, thereby making it look less risky, causing its liabilities to be bid back up 
again. The circle would perpetuate: 


since investor predictions and risk assessment are, in part, based on the information contained in the financial 
statements, it would be circular to reflect these composite predictions and assessments in the statements. 
(AICPA, 1973, p. 31) 


Companies would recognize gains as their credit ratings decline and a later loss if the full face value amount 
were paid. Gains for doing badly and losses for improving? Come on. (Beresford, 2001. p. 39) 


The paradox would be avoided by measuring liabilities at their risk-free funding amounts, as gen- 
erally recommended by Lorensen (1992). Henderson and Pierson (1980) agree: 


An immediate loss . . . is suffered because we have borrowed $4,590,900 but would need $4,7£9,325 to settle the 
obligation immediately. The current cash equivalent method requires losses of this type to be written off 
immediately. (p. 64) 


But not everyone agrees: 


discounting at the ... risk-free rate would ... involve rezognition cf a loss on issue of tke debt, a step that is 
not consistent with any view of borrowing with which we are familiar. (Staubus, 1977, p. 186) 


Solely because a view is unfamiliar should not by itself be a reason to reject a measurement attribute. 
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the principal attribute that we seek to measure is cash flow potential... the present 
significance, considering prospective timing and amount, of any existing capacity to 
produce a cash inflow or outflow. (Staubus, 1977,’ pp. 162-3) 


the term ‘income’ should be reserved for those instances in which an augmentation of 
operating flow potential has occurred. (Revsine, 1973, p. 115) 


information is relevant if it informs users about the ability of an asset or liability to affect 
the reporting entity’s [cash flow potential]. (Miller and Bahnson, 2004, p. 14) 


According to those views, achievement in a particular reporting period is an 
increase in prospects for achievement in later reporting periods! 


‘Measuring’ Prospects 

The prospects of a reporting entity, if any, depend not only on its holding of assets 
and the burden of its liabilities, whose effects on its prospects are indefinite, but 
on many other variables, all of which are also indefinite, especially the quality of 
its management. Butterworth speaks of 


the fatal fallacy, apparently the consequence of some sort of accounting wishful thinking, 
which holds that current values of assets are adequate predictors® of future cash flows. 
The fallacy arises because future cash flows are a function of all the factors of production 
and not just of the capital asset factor on which analysts tend to focus. The ability of a 
firm to generate future cash flows depends on its labour contracts, the quality of its labour 
relations, its management skills, its technological supremacy, its research capability, its 
exploration and development resources, its command over output markets, and its 
command over factor markets other than the market for its capital assets.’ (Butterworth, 
1982, p. 106) 


One management may be capable of running a reporting entity currently in a 
particular situation into the ground while another management with the same 
reporting entity currently in the same situation (except that it has a different 
management) may be capable of making it soar. Prospects for the reporting entity 
in those two circumstances differ in respects that can’t be known but can only be 
judged by investors putting their money on the line. 

Norris relates a telling anecdote illustrating that prospects don’t necessarily or 
even usually reside in assets: 


In an earlier document, Staubus stated that the incremental effect on the net discounted amount of 
the reporting entity’s future cash receipts and payments rather than its potential for future cash 
receipts and payments is the attribute we seek to measure (Staubus, 1961, pp. 32-3). 


In the same document, Revsine stated that the discounted present value of an asset rather than its 
operating flow potential theoretically is the best measure of the asset. 


Though Butterworth mentions ‘predictors ... of cash flows’, prediction is not necessarily involved 
in evaluating prospects, as discussed below. Butterworth refers to current conditions of the report- 
ing entity, such as labour contracts and research capability, which can be determined and evaluated 
without prediction. 


It also depends, for example, on the quality of its sales force and, to some extent, on luck; consider, 
for example, 11 September 2001. 
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In 1915, a young man named Benny Grossbaum told his bosses at a Wall Street firm that 
an operation called the Computing-Tabulating-Recording Company had a very useful 
machine and that the stock was undervalued. His boss told him the company’s assets were 
highly suspect, and to stay away from it, which he did. In later years both the man and the 
company changed their names. Grossbaum became Ben Graham, the father of modern 
securities analysis. And Computing-Tabulating-Recording became Internazional Business 
Machines. Its assets were doubtful, but its prospects were phenomenal. (Norris, 1998, p. 9) 


Prospects are conjectural and, not being observable, aren’t measurable and 
therefore are unverifiable. Whether a person or a reporting entity has had prospects 
cannot be judged later by waiting to see how events unfold: prospects of a person 
may not be realized, for example, because of too abundant an indulgence in whiskey, 
or of a business because of the untimely death of a key employee, but that doesn’t 
mean they didn’t exist. Whether a reporting entity has prospects and the extent to 
which it has them are solely matters of opinion, of evaluation, and people’s 
evaluations will be diverse. 

Though the AICPA discussed ‘measuring prospective cash flows’ (AICPA, 1973, 
p. 32), Staubus conceded that ‘The cash flow potential of most assets and liabilities 
cannot be measured directly’ (Staubus, 1977, p. 163). (However, none can be measured 
directly; further, none can be measured indirectly, as discussed below.) Staubus’ 
solution is to approximate it: ‘This problem typically is approached by measuring an 
alternative attribute that has a demonstrable economic relationship to cash flow 
potential and so can serve as an estimate of it....a “surrogate” “attribute”’ (p. 163). 

Staubus cited future cash receipts or payments, discounted future cash receipts 
or payments, discounted promised cash receipts or payments, net realizable value, 
and replacement cost as other amounts to be evaluated for their serviceability as 
such surrogates (1977, pp. 164, 172). Likewise, Revsine cited replacement cost as 
such a possible surrogate: ‘if replacement cost information is to provide a predictive 
basis for external investors, there must be high covar.ance between changes in asset 
prices and changes in an individual firm’s operating flow potential’ (1973, p. xiii). 

Both Staubus and Revsine emphasize that the usefulness of surrogates needs to 
be determined: 


we must make certain that a relationship exists which justifies the acceptance of one 
measure as a surrogate for another. (Staubus, 1977, pp. 163-4). 


the empirical question becomes:sHow well does this stringent condition approximate 
... observed real-world conditions . . . Obviously, empirical research is needed to answer 
this question. (Revsine, 1973, p. xiii) 


However, neither Staubus nor Revsine has demonstrated how the following 
requirements for using surrogates are met by any of their suggested surrogates: 


e To find an attribute that’s measurable in general and that’s relevant in the 
circumstances but that can’t be measured directly in those circumstances; 

e To find a variable that approximates the measurable attribute adequately in the 
circumstances that can be measured in those circumstances; and 

e To measure that variable and use that measurement in place of a direct 
measurement of the measurable attribute. 
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The first requirement cannot be met, because prospects are in concept not 
measurable. 

Prospects should not be an alternative to replace acquisition cost for use in 
financial statements. 


CLASS A AND CLASS B ASPECTS 


The purchase of a new car illustrates the difference between current achievement 
of possession of or of access to consumer general purchasing power, and prospects 
of future achievement of possession of or of access to consumer general purchasing 
power. 

Buying a new car for $20,000, which can immediately be sold for, say, $17,000, 
a businessperson obtains two classes of aspects of things in terms of consumer 
general purchasing power: (A) current possession of or access to consumer general 
purchasing power, which consists of current possession of consumer general 
purchasing power and current possession of severable resources? that can be sold 
for consumer general purchasing power, in this case, $17,000; and (B) current 
prospects of obtaining possession of or access to more consumer general purchasing 
power in the future. She gave up money, the most flexible and widely desired 
resource, the resource that provides consumer general purchasing power, and 
obtained the chance to recoup some of that prized resource currently by selling 
the car currently, plus the chance to recoup more when time moves on. The world 
currently recognizes the Class A aspect in its bid on the car-——at the amount that 
is the owner’s current selling price for the car. The Class B aspect, the prospects, 
isn’t measurable. (If the car were owned by a corporation, the Class B aspect 
would be measurable as part of the current overall esteem the world has for the 
corporation as a whole as reflected in the price of its common stock—but financial 
statements don’t, can’t, and shouldn’t reflect such overall esteem except in reporting 
on investments in such stock.) It’s not yet a verifiable part of her current situation. 

For example, my uncle, Abner W, was offered a job as a travelling salesman. To 
get the job, he bought a new car. The offer and the car improved his prospects. But 
he didn’t indulge in prediction, prognostication. He had his hopes, but he didn’t do any 
crystal-ball gazing. He later found that he was a star salesman, and he became wealthy. 

Predictions differ from prospects. 

Predictions are thoughts of people, in the context of this article, thoughts of the 
issuers or the users. They are aspects of the people. For example, ‘What we 
expect or hope an asset will yield, by use or by sale, isn’t a characteristic of the asset. 
What we expect or hope is a characteristic of ourselves’ (Chambers, 1970, p. 49). 

Prospects, in contrast, are, in the context of this article, conditions of the reporting 
entity. They are existing circumstances apart from people, not hopes or dreams of 


Staubus (1977) asks: ‘why should we want to require severability? If something will provide meas- 
urable service potential to the owners only in its existing setting, why should it not be included as 
an asset?’ (p. 126) However, financial statements shouldn’t reflect or report potential (prospects), 
and potential isn’t measurable. 
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people. Evaluating them requires thoughts of people, but they do not reside in people, 
as thoughts do. Further, the evaluations do not necessarily require people to predict. 
The evaluations may be merely assessments cf the current situation, without any 
forward thinking. To illustrate, a report by Toyota that it has built more factories 
in anticipation of higher demand is helpful in evaluating Toyota and its praspects, 
without requiring the users to explictly predict anything. Many people are leery of 
prediting, because they believe that no one can know the future and that predictions 
are almost always wrong. 

All assets that are bought and held other than for consumption are bought with 
the thought that they have prospects of turning out to be good investments, that 
they have Class B aspects when they are bought or while they are held. If a person 
doesn’t have such a thought, the person shouldn’t buy or hold them: ‘The sacrifice 
of market value would be willingly accommodated only if it were compensated 
for by the increase in subjective goodwill’ (Edwards and Bell, 1961, p. 49). 
Why engage in a trade or hold an asset other than for consumption that portends 
no income or even a sure loss? (Goodwill is pure Class B aspect, pure prospects.) 

The amount she can sell it for currently is the way the world now sees her car 
in terms of consumer general purchasing power (the only way an outside auditor 
can currently see it objectively’ in terms of consumer general purchasing power). 


REPORTING THE CLASS A ASPECT AND DISCLOSING 
INFORMATION CONCERNING THE CLASS B ASPECT 


Using CSPR, assets should be reported continuously” at their current selling prices. 
An asset should therefore be defined as an economic resource held by a reporting 
entity that the entity can sell separately from itself and any subordinate part of itself. 

When and if time moves on beyond the present"! and current prospects turn 
into measurable substance, that is soon enough to report the increase based on the 
prospects. The Class A aspect belongs in the balance sheet. The reporting entity’s 
current possession of or access to consumer general purchasing power has declined 
by paying for the Class B aspect (meanwhile the Class B aspect, its prospects, may 
have improved, but the world doesn’t bid on prospects for individual assets), 
and the reporting entity should report that decline. Information helpful to users 
to appraise the Class B aspect, to help the users in evaluating the reporting entity, 
should be part of its disclosure of opportunities, as discussed below. There the 
issuers can say how good they think things portend to be. And the section on 
investments in prospects recommended below for the income statement would 
give added insight. Everyone would be informed. No one would be misled. 


This term is used in its general sense—capable of being verified, substantially duplicated by inde- 
pendent observers observing the external phenomena being measured. 


Chambers describes CSPR as ‘continuously contemporary accounting’, which he abbreviates.as 
‘CoCoA’. 


1 See Rosenfield (2006, Chapter 7, footnote 15). 
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That at first may seem to be ‘a severe treatment’ (Chambers, 1966, p. 245), 
especially compared with the mixture of fact and fantasy we now issue: 


many ...do not accept that a business is worse off as soon as it formally takes on a risk 
that the business was set up tc undertake... most businessmen instinctively think it 
undesirable ... that income reported should suffer when management makes an invest- 
ment in specialized equipment based on a capital budgeting analysis that indicates the 
purchase should be profitable. (Skinner, 1987, pp. 609, 621) 


However, the current wellbeing and past progress of a reporting entity are partly 
measurable, by CSPR, and partly unmeasurable, consisting of prospects. A report of 
a decline in the reported equity of a reporting entity accompanied by information, 
such as the capital budgeting analysis Skinner refers to, that suggests improved 
prospects, which the reporting recommended in this article provides, is balanced 
reporting, not a severe treatment. And, as a historical report, financial statements 
should not incorporate predictions such as capital budgeting analyses, which, as 
all predictions, are nothing more than thoughts of the issuers of the financial 
statements. 
The Brookings Task Force on Intangibles reports that 


[e]Jconomist Robert Hall has analyzed the rather large discrepancy ... between the value 
assigned to firms by the financial markets and the value recorded on their books. He 
concludes that this [demonstrates that] ‘corporations own substantial amounts of 
intangible capital not recorded in the[ir] books ...’. (Blair and Wallman, 2001, pp. 11-12) 


That agrees with the analysis in this section that Class B aspect intangibles abound, 
but, contrary to the analysis, it implies that perhaps they are in fact measurable and 
should be treated as Class A aspect resources. The Task Force acknowledges that 
‘intangibles are inherently difficult to measure... one... must... rely on indirect 
measures ... to say something about their impact on some other variable that can 
be measured’ (p. 15). Such amounts do not conform with the criterion of verifiability 
and should therefore be confined to supplementary information.* 

The Task Force notes that such disclosure ‘implies thet the inputs... are used 
up on production in the period in which the [expenditures] are [made], and do 
not... provide an input into future production’ (Blair and Wallman, 2001, p. 17). 
Disclosing in the income statement that such expenditures are for prospects, as 
discussed below, prevents such an inference. 

When time moves on and the world shows its increased appreciation of a 
reporting entity’s assets by bidding them up individually (bidding them up collec- 
tively in the price of the reporting entity’s common stock should, as stated above, 
be outside financial reporting except in reporting on investments in such stock), 
either because of prices change or because production changes the time, place or 
form utility of the assets or their products, CSPR reports the assets at the increased 
prices and reports income in the amount of the increases. 


* [Editor’s note: After the acceptance of this paper, a work complementing the ideas about intangibles 
being reported as supplementary information was published. M. Bloom, Double Accounting for 
Goodwill, Routledge, 2008.] 
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Many intangible assets have no Class A aspect: they can’t be sold separately. 
They have only Class B aspects, providing only prospects of increases in current 
possession of or access to consumer general purchasing power. Reporting on 
intangibles is discussed below. 


INFORMATION TO HELP USERS EVALUATE CURRENT PROSPECTS 


. The central tasks of financial analysis are to understand the current strengths and 
momentums and evaluate the current prospects of each reporting entity under 
consideration and to compare such understandings and evaluations’: ‘when a 
stock is selling for 50 or 100 times the company’s current profits per share, that 
value has to rest mairly on prospects for the future’ (Krugman, 2001, p. A17). 

Financial statements reporting assets measured based on CSPR and liabilities 
measured as recommended in Lorensen (1992) present representations of the 
current strengths and momentums of the reporting entities in the only objective, 
verifiable ways available, based on the market. Rather than attempt to report the 
reporting entity’s prospects in the financial statement portion of financial reports, 
a new section should te added to the income statement on investments in prospects, 
discussed below, and supplementary information should be provided in financial 
reports outside the financial statements to help users evaluate the reporting 
entity’s prospects. That will help the users’ evaluations beyond the help they 
receive from the information on trends in the financial statements. 


INVESTMENTS IN PROSPECTS 


Adoption of CSPR could sometimes result in lower reported income than application 
of current GAAP. That could be offset by information on the investments the 
issuers believe have been made to add to the prospects of the reporting entity. 
A new section of the income statement on investments in prospects, indicating 
amounts charged to expense spent to enhance prospects, by category of expenditure, 
could help the users >btain a fuller picture of the effects. Examples cf such items 
could include the folowing: 


e The amounts spent on assets in the current reporting period in excess of their 
current selling prices at the dates of acquisition. 

e The risk-free funding amounts of loan liabilities incurred in the current reporting 
period in excess of the proceeds of the loans at the inceptions of the loans. 

e Investments in intangibles in the current reporting period that don’t result 
currently in severatle resources: ‘[My] proposed . .. reporting . . . would complement 


Prediction is also commonly said to be part of financial analvsis. A financial analyst warned me to 
call analysts’ predicticns estimates, not predictions, because analysts don’t like to be thought of as 
‘examining tea leaves. When pressed, the analyst acknowledged that they predict. Though analysts 
do predict future casi flows, income and the like, prediction is an arcane art and often wrong. 
Analysts base their predictions mainly on their evaluation of current prospects. 


See note 3. 
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the conventional one... by providing standardized information on. . . intangible 
investments’ (Lev, 2001, pp. 119, 122, emphasis added). The Brookings Task 
Force on Intangibles recommends. 


breakouts of expenditures on basic research, new product development, on-going 
product and process improvement, the expenditures associated, with quality assurance 
programs and service functions, training systems, the development and installation of 
information technology systerns, advertising or brand development, market alliances, 
distribution networks, and enhancement and renewal of workforce skills, and salaries, 
bonuses, and incentive compensation systems. (Blair and Wallman, 2001, p. 62, 
emphasis added) 


e Expenditures to acquire goodwill in business combinations. 
SUPPLEMENTARY INFORMATION 


Additional information to help the users evaluate the reporting entity’s prospects 
besides investments in prospects reported in the income statement may not meet 
the criterion of verifiability, and that should be made clear in the report. Confining 
the presentation of such additional information to supplementary information 
would take the pressure off the financial statements to do more than they can do. 

As early as 1977, a United Nations group agreed that nonfinancial reporting 
‘should be made an integral part of general purpose reports’. It listed these areas 
for inclusion in minimum disclosure: labour and employment, production, invest- 
ment programs, organizational structure, and environmental measures (United 
Nations Economic and Social Council, 1977, pp. 33-8). 

A contribution of the AICPA Special Committee on Financial Reporting was 
to recommend the presentation of added disclosures to help users form opinions 
on the reporting entity’s prospects. Its 1994 report recommended that financial 
reports contain nine elements besides financial statements: 


¢ High-level operating data and performance measurements that management 
uses to manage the business 

e Reasons for changes in the financial, operating, and performance-related data 
and the identity and past effect of key trends 

e Opportunities and risks, including those resulting from key trends 

e Management’s plans, including critical success factors 

e Comparisons of actual business performance to previously disclosed oppor- 
tunities, risks, and management’s plans 

© Information about... directors, management, compensation, major shareholders, 
and transactions and relationships among related parties 

¢ Broad objectives and strategies [of the company] 

e Scope and description of business and properties 

e Impact of industry structure on the company. (AICPA, 1994a, p. 52)" 


18 Eccles et al. (2001), made a similar recommendation in Revolution, which it discussed, for example, 


on pages 123 and 124. 
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In response to the report of the Special Committee, the FASB, on 29 January 
1998, ‘decided to undertake a research project to consider the types of informa- 
tion (in addition to financial statements) that companies should be providing 
investors’. 

An Enhanced Business Reporting Consortium was formed in 2004 whose mission 
is stated as ‘A Consortium of stakeholders collaborating to improve the quality, 
integrity, and transpazency of information used for decision-making in a cost 
effective, time efficient manner’. It was formed by the AICPA’s Special Committee 
on Enhanced Business Reporting. Its website is http:/Avww.ebrconsortium.org/who.htm. 

SEC Chief Accountants Turner and Bayless previously had recommended 
addition of information such as 


backlog, revenues per employee, percentage of revenue dollars spent on research and 
development, marketing and capital expenditures, the utilization rate and capacity of a 
manufacturing plant, the amount of revenues generated from new products introduced in 
the year or from the top ten customers, the number of design wins, and size, nature and 
type of patent portfolio. (Turner, 2001, p. 4) 


registrants should identify [important intangibles] and explain what management does 
to develop, protect and exploit them. Operational, non-inancial, measures can be very 
effective in explaining to investors the value of a compaay’s intangibles. (Bayless, 2001, 


p. 4) 
The Brookings Task Force on Intangibles holds that 


the effectiveness of [current] disclosure requirements at ensuring good corporate governance 
...is being eroded, because as intangibles become more important relative to tangible 
assets, this required Cisclosure reveals less about the.. sources of value imside a firm. 
(Blair and Wallman, 2001, p. 26) 


It ‘call{s] for the... SEC and the... FASB .. . to [participate in] identifying reliable 
performance indicators that should be included in the disclosures required of 
publicly traded companies’ (p. 5). The Task Force states further that 


the best one can hope for at present is to identify anc develop indirect indicators, or 
clusters of indicators, to help understand [investments] in productivity and wealth 
creation ...it is irrelevant whether such information is incorporated into the regular 
financial statements of companies or presented in som> other format, for example, in 
footnotes or the management discussion and analysis cr in some other supplementary 
disclosure material ...In fact, most members of tke Task Force concluded that 
capitalization of...any...intangibles...is a poor proxy for the richer information 
disclosure that we believe is necessary. (pp. 58, 67) 


The latter sentiment agrees with positions outlined m this article. 

Had Enron dutifully followed the report of the Special Committee since its 
publication and the recommendations of Lev, Eccles et al., Turner, Bayless and 
the Brookings Task Force, its outcome may have been different. Further, Bloomberg 
news reported on 23 April 2002, that: 


In 54 percent of the 673 largest bankruptcies of public corporations since 1996, 
auditors provided no cautions in annual financial statements in the months before 
bankruptcy... Majcr accounting firms routinely certif? books with audit opinions that 
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don’t inform investors of risks, the 673 cases show. Many of the companies involved 
were... suffering from high levels of debt, eroding sales and declining profit margins. 
(Bloomberg News Service, 2002) 


The FASB should move quickly on the report of the Special Committee and the 
recommendations of the others. 


‘NON-FINANCIAL’ INFORMATION 


The Special Committee recommended that reporting of what it called ‘non-financial’ 
information be required: ‘Non-financial information is important to understanding 
a company, its financial statements, the linkage between events and the financial 
impact on the company of thos events, and for predicting the company’s future’ 
(AICPA, 1994a, p. 147). Though the FASB stated that ‘the information provided 
by financial reporting is primarily financial’ (FASB, 1978, para. 18) it has men- 
tioned reporting of so-called nonfinancial information similar to that recom- 
mended by the Special Committee: ‘Corporate annual reports, prospectuses, and 
annual reports filed with the Securities and Exchange Commission are common 
examples of reports that include . . . nonfinancial information’ (para. 7). 


FORWARD-LOOKING INFORMATION 


[T]he accountant should strive to supplement his report of the amounts of assets and 
equities with other data that can be of aid to the investor in predicting his future cash 
returns. 


Staubus (1961, p. 52) 


Much of the additional disclosure recommended by the Special Committee is 
called forward-looking information (AICPA, 1994a, pp. 29-31), a relatively new 
term that at first seems to be concerned with only prediction. But prediction, 
forming thoughts about what’s going to happen when time moves on, is in fact not 
involved in the recommended forward-looking information. The users the Special 
Committee contacted were unequivocal that they do not want financial reports to 
include issuers’ explicit predictions of income of subsequent periods. They were 
concerned that if such predictions are included, the issuers would tend to manage 
the reporting entity subsequently so as to make the predictions come true rather 
than manage solely in the best interest of the stakeholders of the reporting entity, 
or they would bias their subsequent reports to make it appear that the reporting 
entity came close to fulfilling the predictions: ‘Users do not seek management’s 
forecasts or projections because ...[t]hey encourage management to manage 
earnings toward previously published projections’ (AICPA, 1994b, pp. i, 88-9). 
Those concerns would be less for including issuers’ explicit predictions of cash 
flows, because subsequent reporting of cash flows would be less susceptible to 
management than subsequent reporting of income. 

The organization of professionel analysts said the opposite of what the individual 
analysts told the Special Committee: ‘Financial analysts avidly seek management’s 
forecasts as part of the financial reporting process’ (Association for Investment 
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Management and Research, 1993, p. 18). And the AICPA equivocated: ‘Financial 
forecasts should be provided when they will enhance the reliability of users’ 
predictions’ (AICPA, 1973, p. 46). 

I agree with the analysts who spoke to the Special Committee anc have the 
same concerns they have. In general, predictions should be the responsibility of 
the users and we financial reporters should provide information about the past 
and the present to help the users make the predictions. Especially troubling would 
be for outside auditors to be associated with issuers’ explicit predictions of 
income. Because comparisons of such predictions with subsequently reported 
results would reflect on the outside auditors, they might be tempted to join with 
the issuers in making the subsequently reported results look similar to the predic- 
tions, diminishing the service they provide to the users by audits. 

Rather than consisting of predictions, the recommended forward-looking infor- 
mation relates to current circumstances, developments, momentums, opportuni- 
ties, intentions, risks, prospects, dangers and the like that portend future changes 
in assets or liabilities and the issuers’ current views on those matters: 


All existing contracts or conditions that are likely to have a significant impact on future 
cash flows should be disclosed in notes to the financial statements if capitalized values of 
such cash flows have not been recognized as assets and liabilities in the balance sheet. 
(Skinner, 1987, p. 517) 


Included should be the Class B aspects of assets, prospects for achievement of 
possession of or of access to consumer general purchasing power seen by the issuers 
but not yet seen enough by the world for it to bid on them individually. 

The reporting entity should give its views on such prospects, which would make 
it unnecessary for it to attempt to measure the unmeasurable and enter it in its 
financial statements. 


SUMMARY 


In sum, because prospects are not measurable but can only be evaluated by the 
users of the financial report, prospects cannot and should not be reported in financial 
reports. Instead, financial reports should provide information that is helpful to the 
users to evaluate the prospects of the reporting entity, including financial state- 
ment information based on current selling price reporting, a section of the income 
statement presenting amounts spent during the reporting period to enhance the 
reporting entity’s prospects, and various kinds of supplementary information to 
aid the evaluations, such as the kinds discussed in this article. 
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Costs Associated With Going-Concern- 
Modified Audit Opinions: An Analysis of 
the Australian Audit Market 


This article examines the potential costs to Australian auditors aad 
their clients from the issuance of first-time going-concern-modified audit 
opinions. We examine the population of Australian companies receiving 
a first-time going-concern-modified audit opinion during the periad 
1994-97 and a matched sample of finarcially distressed firms receiving a 
clean audit opinion. Results indicate that auditor switching is positively 
associated with receipt of a going-concern-modified opinion. However, 
we find no empirical evidence that there is a self-fulfilling prophecy of 
increased probability of company failure following the issuance of a going- 
concern-modified opinion for the Australian companies in our study. Cur 
analyses of lost audit fees indicate that auditors issuing first-time going- 
concern-modified audit opinions lost proportionately more fees by losing 
clients (through switching or company failure) than firms not issuing a 
going-concern-modified opinion to financially stressed clients. 


Key words: Audit reporting; Bankruptzy; Going concern; Qualification. 


Reporting on the future viability of an audit client has always been a contentious 
issue for the public accounting profession. Regulators, politicians and the media 
have often criticized auditors for not providing adequate early warning of impending 
client failures (Elias, 2001; Breeden, 2002; Bryan-Low, 2002). ‘Wherz were the 
auditors?’ is a common lament. As noted by prior researchers (e.g., McKeown et al., 
1991b; Chen and Church, 1992; Carmichael and Pany, 1993; Sharma and Sidhu, 
2001; Geiger et al., 2005), clients, the public and the media often view a company 
bankruptcy without a prior going-concern-modified opinion as an ‘atdit failure’ 
or as a form of auditor ‘reporting error’. However, auditors claim that they are at 
risk of being dismissed by a disgruntled client if they issue what the client considers 
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to be an unwarranted modified audit opinion (Kida, 1980; Craswell, 1988; Citron 
and Taffler, 1992; Teoh, 1992; Geiger et al., 1998; Carcello and Neal, 2003). Many 
auditors also suspect that subsequent client failure rates may be higher following 
the issuance of a going-concern-modified opinion (i.e., the self-fulfilling prophecy) 
and that such failures cause them to lose both the client and associated fees (Citron 
and Taffler, 1992; Carcello and Neal, 2003). 

Prior research has investigated the costs to auditors and their clients subsequent 
to the issuance of a first-time going-concern-modified audit opinion in terms of 
auditor replacement (i.e., switching to another audit firm) and subsequent company 
bankruptcy (Citron and Taffler, 1992; Garsombke and Choi, 1992; Geiger et al., 1998; 
Louwers et al., 1999; Carcello and Neal, 2003). These studies consistently report a 
higher switching rate following a going-concern modification. However, conflicting 
evidence of company failure rates subsequent to companies receiving a going-concern- 
modification opinion suggests the need to further investigate the self-fulfilling 
prophecy phenomenon. Additionally, researchers have not investigated ‘lost fees’ to 
the incumbent auditor as a more direct measure of the economic cost to the auditor 
for no longer having a company as an audit client (either by switching or failure). 

This study extends earlier research in this area to the Australian audit market 
and examines the impact of the receipt of a first-time going-concern-modified 
audit opinion—firstly, on the probability of that client switching audit firms, and 
secondly on the likelihood of that client subsequently failing. We examine the 
population of Australian first-time going-concern-modified opinions for the four- 
year period 1994-97 and not just a subgroup of manufacturing firms as in typical 
in prior studies (see Geiger et al., 1998; Carcello and Neal, 2003). Moreover, we 
examine the full array of quelified opinions pertaining to going concern that are 
allowed in Australia not only the equivalent of the Australian unqualified ‘Emphasis 
of matter’ opinion as is the focus of prior non-Australian research. A further con- 
tribution of this study is to extend the literature by assessing ‘lost fees’ as a measure 
of the cost to the auditor for no longer having a company as an audit client due to 
switching or subsequent failure following a first-time going-concern modification. 


BACKGROUND 


In the context of reporting on going-concern-related uncertainties, there are two 
types of audit reporting misclassifications. Following prior research in this area 
(c.f. Hopwood et al., 1989; McKeown et al., 1991a; Geiger and Raghunandan, 2002; 
Knechel and Vanstraelen, 2007), we refer to the two reporting misclassifications 
as: (a) companies that receive a going-concern-modified audit opinion but remain 
viable (a Type I misclassification), and (b) failed companies that did not receive 
going-concern-modified audit opinion prior to failure (a Type II misclassification).* 
From a strict interpretation of reporting standards, however, neither of these 


* [Editors note: It should be noted that in other settings Type I error generally refers to the more 
costly of the two errors.] 
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misclassifications can be considered a true reporting 2rror because auditors are 
not charged with predicting the future—including the eventual outcome of the 
going-concern-related uncertainties of their audit clients. Nonetheless, both types 
of errors have important consequences for both auditor and client. 

There is considerable empirical evidence about the frequency of Type I and 
Type II misclassifications related to audit reporting for going-concern uncertainties.’ 
A number of studies have investigated Type II error races with respect to bankrupt 
companies (see, e.g., Mutchler, 1984; Hopwood et al., 1989; McKeown et al., 
1991a; Mutchler et al., 1997; Geiger and Raghunandan, 2002; Geiger et al., 2005). 
Interest is explained largely by the previously noted public outcry over failed 
companies that were not issued a going-concern-mcdified audit opinion in the 
reporting period immediately prior to bankruptcy. Type II error studies have 
generally found that auditors only issue going-concern-modified audit opinions 
prior to bankruptcy in 40-50 per cent of the cases. With respect to Type I errors, 
research (see, e.g., Altman, 1982; Mutchler and Williams, 1990; Citron and Taffier, 
1992; Garsombke and Choi, 1992; Nogler, 1995; and Geiger et al., 1998) indicates 
that between 80 and 90 per cent of companies receivirg a going-concern-modified 
opinion do not subsequently fail. 

The present study focuses on Type I errors to assess the potential economic 
costs to auditors and clients from the issuance of a going-concern-modified audit 
opinion. From the perspective of the audit firm, the consequences of a Type I 
misclassification include the potential loss or the threat of the loss of clients (Kida, 
1980). It is the responsibility of the board of each publ cly traded company, through 
its audit committee, to engage an external auditor. The boards of some companies 
that receive a going-concern-modified audit opinion may strongly disagree with 
a qualified opinion to the extent that they may be motivated to switch auditors 
(Kida, 1980; Geiger et al., 1998; Carcello and Neal, 2003). A loss of client through 
switching would result in lost future fees if that client remains viable. 

From the perspective of the company, a going-concern-modified opinion might 
cause additional financial hardships if it leads to further loss of customers, 
reduced access to credit and loan funds and an unnecessary decline in share price 
(Loudder et al., 1992; Blay and Geiger, 2001). These factors might together result 
in an increase in the probability of company failure (Kida, 1980; Menon and 
Swartz, 1987). In sum, the loss of clients through auditor switching or business 
failures and the resulting loss of fee revenue is a potential cost to the auditor. 

The possible loss of clients has long been cited as an important factor in going- 
concern reporting decisions (Kida, 1980; Mutchler, 1984; Chen and Church, 1992)? 


' See, for example, Altman (1982), Schwartz and Menon (1985), Menon and Schwartz (1987), Citron and 
Taffler (1992), Hopwood et al. (1989), McKeown et al. (1991a), Carcello et al. (1995), Raghunandan 
and Rama (1995), and Geiger and Raghunandan (2002). 


With respect to the consequences for auditors of Type II repcrting misclassifications, Carcello and 
Palmrose (1994) provide empirical evidence of misclassifications for bankrupt ccmparies in the 
U.S. Specifically, they examined the frequency and resolution of litigation against auditors for bankrupt 
companies that did and did not receive a prior going-concern-modified audit opinion. Their findings 
indicate that bankruptcies with no prior modified audit reports had the highest auditor payments. 
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Yet, despite the potentially high costs to auditors of Type I misclassifications, 
there have been few empirical studies into these consequences. The only specific 
studies of auditor costs in this area have been in the context of the U.S. audit 
market where Geiger et al. (1998), and to a lesser extent Carcello and Neal (2003), 
find significantly increased audit firm turnover following a Type I reporting 
misclassification. Since publicly traded companies in the U.S. first disclosed the 
fees paid to their external auditor after 5 February 2001, these earlier studies were 
unable to assess the magnitude of actual lost audit fees due to auditor switching 
following going-concern reporting decisions.’ 

A second related area of inquiry irvestigated in this study is the potential for 
company failure following a first-time going-concern-modified audit opinion. 
Specifically, does the failure probabili:y of distressed clients significantly increase 
as a consequence of receiving a going-concern-modified audit opinion—the self- 
fulfilling prophecy (Kida, 1980; Mutchler, 1984; Louwers et al., 1999). That is, does 
a going-concern-modified audit opinion increase the likelihood that a company 
will fail, since it signals to financial statement users a negative view of the firm’s 
future viability; creating a dilemma for auditors regarding their reporting decision?* 
Notwithstanding the obvious cost to the client should the self-fulfilling prophecy 
exist, there is a cost to the auditor in terms of lost fees because of the increased 
incidence of bankruptcy. However, empirical evidence as to the existence of the 
self-fulfilling prophecy is inconclusive (Garsombke and Choi, 1992; Pryor, 1997; 
Geiger et al., 1998; Louwers et al., 1999). 

Also presented is an assessment of whether the findings in the U.S. audit services 
market are valid in an Australian market as it is shaped by different regulatory, 
legal and provider environments. Simunic and Stein (1996) have argued that the 
economics that underlie the U.S. market for auditor services are not fully 
representative of the market for audit services in other countries. For example, 
the U.S. is characterized as a highly regulated and litigious business environment 
compared to most other countries (Carcello and Palmrose, 1994; Simunic and 
Stein, 1996). Clarkson and Simunic (1994), for example, provide empirical evidence 
of differences in the audit market between the U.S. and Canada for initial public 
offerings. Accordingly, the strength of the company’s threat of switching auditors 
(Teoh, 1992) and actual switching actions by Australian firms may be different 
from that found in the U.S. or elsewhere. Similarly there may be differences in 
subsequent survival rates across jurisdictions due to the varying possible inter- 
pretations of an auditor’s first-time going-concern-modified opinion issued to a 
financially stressed client. 


The Securities and Exchange Commission (SEC) began requiring public companies in the U.S. to 
disclose fees paid to their auditors in proxy statements filed after 5 February 2001. 


‘ It is argued (Mutchler, 1984, 1985; Elliott and Jaccobson, 1987) that a going-concern-modified audit 
report can drive a company to failure by making suppliers, customers and resource providers more 
reluctant to do business with a company troubled enough to receive a going-concern-modified opinion. 
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Auditor Losses Due to Client Switching—Hypotheses 1 and 2 

Many studies have examined auditor switching in general, and included audit 
opinion type as an explanatory variable (see, e.g., Chow and Rice, 1982; Menon 
and Schwartz, 1987; Craswell, 1988; Francis and Wilson, 1988; Haskins and Williams, 
1990; Johnson and Lys, 1990; DeFond, 1992; Krishnan, 1994; Krishnan and Stephens, 
1996). However, these studies do not determine whether the companv receiving 
a going-concern-modified opinion subsequently remained viable or failed. In 
contrast, studies by Geiger et al. (1998), and Carcello and Neal (2003) were the 
first to assess empirically the cost to incumbent auditors and found higher rates of 
lost viable clients due to switching the year after receiving a going-concern-modified 
audit opinion. 

Here, we examine Australian companies that remain viable for a period of 
at least two years subsequent to the receipt of their first-time goirg-concern- 
modified audit opinion. For those surviving companies we ascertain whether they 
switched auditors in the year immediately following the receipt of their first-time 
going-concern-modified audit opinion. Losing a client company that remains 
viable for at least two years (as opposed to losing a client that subsequently fails) 
is a better indication of the ‘cost’ to the auditor in terms of losing a viable company. 
Unless the analysis contains only companies that continue in existence, an examina- 
tion of auditor switching is not readily interpretable as evidence of the cost to an 
auditor for issuing a going-concern-modified opinion to a client. 

As in Geiger et al. (1998), this study examines client switching the year after a 
company receives a first-time going-concern-modified audit opinion, which we 
believe is a better test than mixing first-time and continuing modifications. Mutchler 
and Williams (1990) argue that continuing modifications represent a different set 
of risks to the auditor and their client than a first-time modification. This occurs 
because initial audit report modifications may be the most difficult for a client to 
accept and carry the highest probability of upsetting them (Kida, 1980). A second 
or subsequent going-concern-modified audit opinion would seem less likely to 
invoke a similar reaction from the client than an initial report modification. There- 
fore, including only cases of initial going-concern-modified audit opinions is more 
relevant to examining misclassification consequences than including both first-time 
and continuing modifications in the analyses. 

In sum, this study evaluates the consequences of Type I misclassification costs 
related to the use of the going-concern qualification in audit reporting in Australia. 
We hypothesize a relatively higher rate of switching and a relatively higher loss of 
revenue when Australian auditors issue a first-time going-concern-modified opinion: 


H1: Companies receiving first-time going-concern-modified audit opinions are 
more likely to switch auditors than similarly stressed companies not receiving 
a going-concern modified audit opinicn. 


H2: Lost audit fee revenue from client switching after the issuance of a first-time 
going-concern-modified audit opinion is greater than lost audit fee revenue 
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from client switching for similarly stressed companies that had not received 
a going-concern-modified audit opinion. 


Auditor Losses Due to Client Failure—Hypotheses 3 and 4 

The second issue examined in this study is the possible existence of the self- 
fulfilling prophecy. While several studies have examined the auditor’s going-concern 
opinion decision and subsequent failure rates, empirical evidence as to the existence 
of a self-fulfilling prophecy is mixed. Both Garsombke and Choi (1992) and Geiger 
et al. (1998) use U.S. data and report a higher failure rate in the year following a 
going-concern-modified audit report, supporting the self-fulfilling prophecy. In 
contrast, Louwers et al. (1999) using U.S. data fail to find support for the self- 
fulfilling prophecy effect.* In the U.K. Citron and Taffier (1992) reported that 
firms were no more likely to fail after a going-concern-modified audit report than 
a matched sample of firms receiving a clean audit opinion. 

The work here contributes tc the sparse and inconclusive literature on the self- 
fulfilling prophecy phenomenon in the context of Australian companies. If we 
were to find evidence of a self-fulfilling prophecy, there would also be a cost to the 
auditor in terms of lost fees due to the increased failure of clients. So our second 
set of hypotheses (in null form due to prior inconclusive findings) relate to pos- 
sible increased failure rates, and the resultant increased loss of fees, for companies 
receiving a first-time going-concern-mcdified opinion: 


H3: Companies receiving a going-concern-modified audit opinion are no more 
likely to fail than similarly stressed companies not receiving a going-concern- 
modified audit opinion. 


H4: Lost revenue from failed companies following a going-concern-modified 
audit opinion is no greater than lost revenue from similarly stressed companies 
not receiving a going-concern-modified audit opinion. 


RESEARCH METHOD AND SAMPLE SELECTION 


Hypotheses 1 and 2 

Australian companies were identified with fiscal year ends from 1994 to 1997 and 
that received a first-time going-concern-modified opinion from their auditor; 
some seventy companies. Data omissions required us to discard two of these 
companies—with a consequent sample of sixty-eight (11 in 1994, 13 in 1995, 22 in 
1996 and 22 in 1997). These companies comprise our going-concern-modified 
audit opinion sample (GCM). Industry classification of the GCM sample is 35 
industrial, 7 finance, and 26 mining companies. In 1994 and 1995 all modified 
opinions were qualified opinions (‘Except for’ or ‘Subject to’). Following U.S. 


5 These authors found that the period subsequent to receiving a going-concern-modified opinion was 
similar to other subsequent periods in terms of that company’s bankruptcy filing probability. 


6 These data were obtained from the private database of Professor Allen Craswell, University of 
Queensland. 
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auditing standards, the ‘Emphasis of Matter’ modification was allowed in Australia 
starting in 1996, and in that year thirteen companies were issued qualified opinions 
(‘Except for’ or ‘Adverse’) and another nine reports emphasized a going-concern 
matter. In 1997, four companies had opinions that were qualified (‘Except for’ or 
‘Adverse’) and eighteen had opinions that emphasized a going-concern matter. As 
previously discussed in the research hypothesis section, we restrict our analyses 
for H1 and H2 to only those companies that remained viable (i.e., did not file for 
bankruptcy) in the twc years subsequent to the audit report. 

Prior research suggests that companies in financial stress are more likely to 
switch auditors (Schwertz and Menon, 1985; Krishnan and Stephens, 1996). Thus, 
it is possible that the decision to switch auditors by going-concern-modification 
companies in our sample could be attributed to financial stress as opposed to the 
receipt of a going-concern-modified opinion. Consequently, for the purpose of 
comparison, we used a control sample of companies in financial stress that had not 
received a going-concern-modified audit opinion. Our control group of financially 
stressed companies had both (a) negative working capital and (b) negative net 
income, but did not receive a going-concern-modified opinion—our non-going- 
concern-modified audt opinion sample (NGCM).’ We identify the population of 
296 financially stressed NGCM companies that were then used to match to the 
GCM companies based on industry classification (i.e., industrial, financial or mining), 
company size (in total asset dollars) and vear, to give us a sample of sixty-eight 
GCM and sixty-eight stressed NGCM companies for our analyses.® 


7 These are two of the factors used by prior researchers to identify companies in financial stress 
(Mutchler, 1985; Hopwood et al., 1989; Carcello and Neal, 2003; Geiger and Rama. 2003). Note, 
however, that our classification is more stringent than that of prior research which classified companies 
with only one indicator as being financially stressed. For our study, companies in the financially 
stressed control group need to exhibit both of these stress criteria and are therefore likely to be in 
greater distress than companies identified by earlier researchers. Additionally, all but one of our 
GCM companies exhibited both of these indicators and would have also been classified as financially 
distressed under these criteria. Therefore, our analyses include only stressed companies for which the 
going-concern-modified. opinion was rendered or could readily have been rendered, but was not. 


8 The matched sample of NGCM companies was selected from the DatAnalysis data base (contains 
data for all companies listed on the Australian Stock Exchange) and by reviewing hard copy annual 
reports. At the time the data were collected, outside the top 500 companies, no publicly available 
database contained a description of the actual audit report issued. It was therefore necessary to 
undertake the following two-step procedure for matching companies. First, using DatAnalysis we 
selected companies in financial distress (i.e., negative working capital and negative net income) 
within a particular year (i.e., 1994, 1995, 1996 and 1997) and industry (i.e., industrial, mining and 
finance) groupings. For each GCM company, potential NGCM companies were seleczed by matching 
as close as possible on size (i.e., total assets) and industry. The selection process required us to 
select three potential NGCM companies for each GCM company because data on the nature of the 
audit opinion was unkrown and companies selected might have received a going-concern-modified 
report (i.e. a GC modified report other than in the first year). Second, with our list of potential 
NGCM companies, we visited the premises of Huntley Business Network in Sydney, Australia, to 
access hard copy annual reports in order to identify companies with a clean audit opinion. Within 
year and industry groupings, we matched financially stressed firms with a clean zudit opinion as 
closely as possible on the basis of size. A potential limitation of this matching procedure is that the 
control sample was not randomly drawn. 
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TABLE 1 
SAMPLE SELECTION 
Experimental group Control group 
(GCM firms) (non-GCM firms) 
First-Time going-concern-modified 68 - 
Matched financially stressed companies” ~ 68 
Samples for H3 and H4 68 68 
less Companies entering bankruptcy 8 7 
Samples for Hi and H2 60 61 





“ Financial stress was defined as having both negative working capital and negative net income for 
the year. 


Table 1 indicates that of the initial GCM and NGCM matched companies, eight 
GCM and seven NGCM companies were de-listed and placed into liquidation 
during our examination period. As previously stated, unless the analysis contains 
only companies that continue in existence, an examination of auditor switching is 
not readily interpretable as evidence of the cost to an auditor for issuing a going- 
concern modification. Accordingly, we present our examination of H1 and H2 
using the pooled 60 GCM and 61 NGCM companies that remained subsequently 
viable during our two-year test period.” 

Logistic regression is used on our pooled samples to examine the impact of 
first-time going-concern-modified opinions on the probability of auditor switching. 
A potential limitation of this method is that we select our matched samples (GCM 
and NGCM firms) based on auditor report classification and use this indicator 
variable as an explanatory variable in examining auditor switching. While providing 
a good set of control firms, this selection procedure produces a sample that does 
not represent the underlying population proportions. We overcome this limitation 
by using the SURVEYLOGISTIC procedure developed by the Statistical Analysis 
Software (SAS) Institute to perform a finite population correction to adjust for 
any differences in sampling rates with respect to audit report type (SAS Institute 
Inc., 2007). This statistical procedure allows specification of sampling rates for the 
GCM firms (i.e., 100%) and for the NGCM firms (i.e., 68 out of 296 = 23% sampling 
rate) in order to properly perform analyses involving samples matched on an 


Alternatively, if we perform our analyses of H1 and H2 on only the sixty surviving GCM companies 
and the NGCM companies initially matched to them, or on the fifty-five pairs of matched companies 
where both companies subsequently survived, our results are substantively unchanged from the 
results reported. 
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independent variable in the logistic model.” Thus, to test H1 we examine the 
following logistic regression model: 


Log(AUDCHG) = a0 + a1*PRB + a2*LNTA + a3BIGS + a4*GC, 


where 

AUDCHG = 1 if the client subsequently switched auditors, 0 otherwise, 

PRB = probability of failure from Zmijewski’s (1984) model,” 

LNTA = logarithm of total assets (in thousands of dollars),” 

BIGS = 1 if the initial auditor is a Big 5 firm, 0 otherwise, and 

GC = 1 if audit opinion is first-time going-concern-modified, 0 otherwise. 


Prior research indicates that, in general, companies in greater financial stress may 
be more likely to switch auditors. In addition to the control for financial distress 
inherent in the study’s design (i.e., the NGCM companies were selected on the 
basis of their having both negative working capital and negative net income), we 
include the variable PRB which measures probability of bankruptcy calculated 
from Zmijewski’s (19&4) model." 

Prior research examining different types of qualified audit opinions indicates 
that auditor switching is negatively associated with client size (Haskins and Williams, 
1990; Krishnan, 1994). In addition to the ccntrol for client size inherent in the 
study’s design (i.e., NGCM companies were matched by size to GCM companies), 
we include the log of total assets (LNTA) as a company size control. We also 


10 The SURVEYLOGISTIC procedure was developed specifically to address analyses of dichotomous 
outcome data (0/1) when the samples under study are matched based on an independent variable 
used in the logistic regression model (SAS Institute Inc., 2007). Studies that derive observations by 
matching based on an mdependent variable, as in our study, typically produce samples that do not 
represent the underlying population proportions and a proper analysis must inco-porate a finite 
population correction factor to take into consideration these varying sampling rates (Anderson, 1972). 
All logistic regressions performed in this study and reported in the paper use the SURWEYLOGISTIC 
procedure. 


1 While there are many distress prediction models, almost all of them find that the financial ratios 
having statistical significance are: liquidity, leverage, and profitability (Ohlson, 1980). Zmijewski’s 
(1984) PRB score, bas2d on current ratio, return on assets, and leverage ratio (total liabilities/total 
assets), was used as the measure of financial stress in this paper. We use this measure largely 
because it has been widely used in academic research and is a parsimonious model that lends 
itself to fairly easy data collection (Bamber et a!l., 1993; Chen and Wei, 1993; Wheeler et al., 1993; 
Carcello and Neal, 2003). Further, Jones (1987) nozed that there are only minor differences in the 
predictive ability of various bankruptcy prediction models. Zmijewski’s model has also been used as 
a proxy for financial stress in prior research related to audit opinions (Carcello et al., 1995; 
Wheeler et al., 1993; Geiger et al., 1998; Geiger and Rama, 2003), 


If we use log of total sales as an alternative measure of company size, all results are substantially 
the same as those presented in the paper when using log of total assets. 


The PRB measure fov this logistic regression is calculated for the going-concern-modified opinion 
sample using data from the financial statements on which the initial going-concern-modified opinion 
was issued. The PRB measure for the control group companies was calculated based on the financial 
statement data for the year the companies were selected. 
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include a BIGS5 variable because prior research has found that clients with Big 5 
auditors switch less due to the limited avalability of comparable replacements 
and the perceived needs of shareholders and management to maintain a Big 5 
firm (Geiger et al., 1998). i 

To assess H2 with respect to the magnitude of lost audit fees due to switching, 
we compare aggregate total fees (i.e., audit fees and fees from other non-audit 
services) in the year after the first-time going-concern-modified audit opinion is 
issued for our sample of GCM firms. To be consistent, for the NGCM firms we 
assess the fees paid in the year following the initial year they were selected for 
inclusion in the study.“ Examining total fees paid to the company’s audit firm in 
the subsequent year for our surviving firms is a more accurate measure of the 
actual fees lost by the former audit firm because these fees are now paid to other 
audit firms. This analysis enables us to better assess the aggregate cost to audit 
firms for issuing first-time going-concern-mocified audit opinions. 


Hypotheses 3 and 4 

To assess the possible existence of a self-fulfilling prophecy associated with receiving 
a first-time going-concern-moadified audit opinion, logistic regression is used to 
examine the original samples of sixty-eight GCM companies and the sixty-eight 
stressed NGCM companies to determine if the probability of company failure differs 
between the two groups. Accordingly, we use the following logistic regression 
model to examine the impact of a first-time gcing-concern-modified audit opinion 
on subsequent company failure: 


Log(BKT) = a0 + ai*PRB + a2*LNTA + a3*BIGS + a4*GC 
where 


BKT =1 if client de-listed and placed in liquidation within 2 years of receiving 
a first-time going-concern-modified audit report, 0 otherwise, 

PRB = probability of failure from Zmijewski’s (1984) model, 

LNTA = logarithm of total assets (in thousands of dollars), 

BIGS =1 if auditor was Big 5, 0 otherwise, and 

GC =1 if audit opinion is first-time going-concern-modified, 0 otherwise. 


There is conflicting evidence on the association between company size and 
company failure with respect to financially stressed firms (Johnsen and Melicher, 
1994). This issue is germane since we have isolated only financially stressed 
companies matched by size and do not examine the typical cross-section of 


Our results are substantively unchanged if we used the total fees paid in the initial year instead of 
the fees paid in the subsequent year. We also obtain similar results if we separately analyse audit 
fees and non-audit fees. 


In the sparsely studied context of Australian companies, the association between company size, 
financial stress, company failure and going-concern-modified report recipients is even less 
obvious. 
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companies in various levels of stress and size that were initially used to calibrate 
the financial stress models. As previously discussed, we initially control for size 
and financial distress by matching GCM companies with NGCM companies based 
on these attributes. By way of additional control, the PRB and LNTA measures 
are included in our model. Also, we control for the potential impact of audit firm 
type (BIG5) on subsequent viability based on Morris and Strawser’s. £1999) 
finding that troubled banks receiving going-concern-modified audit opinions from 
Big 5 audit firms were more likely to enter foreclosure than troubled banks receiv- 
ing going-concern modifications from non-Big 5 audit firms. 

To assess H4 regarding lost audit fees due to company failure, we examine total 
audit fees (combined audit related and non-audit related) paid by the company in 
the year identified in our study.® These fees relate to the last year prior to failure 
and serve as our measure of lost audit fees due to client failure.” ` 


RESULTS 


Hypotheses 1 and 2 

Table 2 presents demographic data on our two samples. As presented in the table, 
our samples of GCM and NGCM companies were very similar in terms of size 
(Log of Total Assets = LNTA), bankruptcy probability (PRB), and total fees paid 
to their audit firm (p > .10).’* However, we find that the Big 5 firms (BIG5) 
audited slightly more (at p = .08) of the GCM firms (65%) than the NGCM firms 
(50%). These aggregate results, while not definitive, also provide some indirect 


TABLE 2 


DEMOGRAPHIC DATA MEANS (MEDIANS) 








Variable GCM sample NGCM sample p-value for differences 
(n = 68) (n = 68) 

Log of total assets (LNTA) ` 9.27 (9.12) 8.99 (9.02) -34 (.38) 

Bankruptcy probability (PRB) .30 (.07) 27 (.07) -51 (.86) 

Big 5 auditor (%) (BIGS) 65 50 .08 

Total fees paid to audit firm ($) 127,000 (51,500) 74,500 (33,700) 14 (.18) 





Our results are unchanged if we separately assess audit fees or non-audit fees. 


A company being de-listed and placed in liquidation is not a pure measure of lost fees since some 
companies will re-emerge and continue to pay fees to their auditors. 


Additionally, separate analyses of audit fees and non-audit fees (not tabulated) result in the same 
- pattern of differences between the GCM and NGCM companies as the combined tctal fee analyses 
presented. 
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TABLE 3 


GOING-CONCERN-MODIFIED AUDIT OPINIONS AND AUDITOR SWITCHING 











{n = 121) 
Audit opinion modified Auditor switching 
for going-concern 
Yes No Total 
Yes 10 (16.7%) 50 (83.3%) 60 (100% ) 
No 6 (9.8%) 55 (90.2%) 61 (100%) 





X = 1.23; df = 1; p = .267. 


support that our GCM and NGCM matching procedures were generally effective 
in pairing companies of similar size and financial stress together for analyses. 

Table 3 indicates that ten of the sixty companies (16.7 per cent) that received a 
first-time going-concern-modified opinion and remained viable switched auditors 
within one year. Further, of the sixty-one viable NGCM companies only six (9.8 
per cent) switched auditors the next year. This 9.8 per cent of distressed firms that 
switched auditors is consistent with the 8.1 per cent found in Geiger et al. (1998) 
for their NGCM sample. However, the 16.7 per cent of firms in our GCM sample 
that switched auditors, while in the expected direction, is not significantly different 
from the switching rate of the NGCM sample (x? = 1.23, p = .267). 

The current study considers the population of Australian first-time going-concern- 
modified opinions from 1994 to 1997, not just ‘Emphasis of matter’ going-concern 
modifications as in comparable U.S. studies. Additional analysis of our Australian 
companies reveals a switching rate for surviving companies receiving an ‘Emphasis 
of matter’ modification of 24.0 per cent, which is more consistent with the 21.8 per cent 
reported by Geiger et al. (1998} for U.S. companies. With regard to the going- 
concern qualifications, however, only 11.4 per cent of GMC sample subsequently 
switched auditors.” 

Table 4 presents the results from our logistic repression examining audit firm 
switching for the subsequently viable companies. The model is significant (p < .01) 
and the variable of interest, GC, is positive and significant (p = .009), indicating 
that the Australian GCM companies that remained viable exhibited a higher 
propensity to switch audit firms compared to the stressed NGCM companies. This 
result is consistent with Geiger et al. (1998) in their examination of U.S. firms, and 
provides evidence that Australian auditors also face a significant cost in terms of 
a higher probability of lost clients when they issue first-time going-concern- 
modified audit opinions to clients that subsequently survive. Thus, after controlling 


9 Specifically, of the sixty surviving companies receiving a GC modified opinion, 6/25 (24.0 per cent) 
switched the year after receiving an ‘Emphasis of matter’ modification and 4/35 (11.4 per cent) 
switched the year after receiving a quzlified opinion. 
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TABLE 4 


SUMMARY OF LOGISTIC REGRESSION RESULTS-AUDITOR SWITCHING 
(n = 121) 


Model": Log(AUDCHG) = a0 + a1*PRB + a2*LNTA + a3BIGS + a4*GC 








Variable Expected sign Coefficient x p-value 
Intercept 0.68 0.59 .442 
PRB + 1.42 25.49 <.001 
LNTA - —0,40 23.54 <.001 
BIGS - —0.46 1.85 .174 
GC + 1.00 6.92 009 





* We use the SURVEYLOGISTIC procedure within SAS to examine the model. 
Model: p = .008; Pseudo R? = 20.3%; c-statistic 80.4. 


AUDCHG = 1 if the client subsequently switch auditors, 0 otherwise, 


PRB = probability of failure from Zmijewski’s (1984) model, 

LNTA = logarithm of total assets (in thousands of dollars), 

BIGS5S = 1 if audited by a Big 5 firm, 0 otherwise, and 

GC = if audit report was first-time going-concern-modified, 0 otherwise. 


for other switching related factors, we find support for H1 regarding higher 
switching propensities for our sample of GCM companies.” 

The results in Table 4 also show that PRB is positively associated with auditor 
switching behaviour (p < .001), indicating that companies in higher financial stress 
are more likely to switch audit firms. Further, LNTA is negative and significant 
(p < .001), suggesting smaller firms are more likely to switch auditors. These control 
variable results are consistent with previous research (Francis and Wilson, 1988; 
McKeown et al., 1991a, 1991b; Geiger er al., 1998). However, we find no evidence 
that Australian companies audited by a Big 5 firm are significantly less likely to 
switch auditors than companies audited by non-Big 5 firms. 

As an additional test we re-estimate our logistic regression on the subgroup of 
twenty-five subsequently viable ‘Emphasis of matter’ modifications and a matched 
sample of twenty-five financially distressed NGCM surviving companies. These 
‘Emphasis of a matter’ modifications in Australia are the most similar report type 
to the ‘going-concern-modified’ reports in the U.S. After re-estimating the logistic 
model, the variable of interest, GC, in this subsample is also positive and significant 
(p = .03), providing additional support for our overall results. 

To assess lost audit fees due to switching (H2), we aggregate all subsequent 
year fees paid by the viable switching and non-switching groups of GCM and 
NGCM firms. As presented in Table 5, the ten companies that switched auditors 


If we perform the logistic regression on only the fifty-five pairs where both companies survived we 
get similar results. Specifically, the coefficient on GC is positive and significant at p = .007 and 
results for the control variables are substantively unchanged. 
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TABLE 5 


SUMMARY OF LOST AUDIT FEES DUE TO SWITCHING 














(in $7000s) 
Report type 
GTM NGCM 
(n = 60) (n = 61) 

Switch $ 652.1 ( = 10) $172.1 (n = 6) 
No switch 4,759.8 (n = 50) 4,434.1 (n = 55) 
Total fees $5,411.9 $4,606.2 
Mean/s.d. $90.2/135.9 $73.4/115.1 








t-statistic = 1.66; p = .048. 


from the GCM group paid a total of $652,100 in fees to their new auditor for the 
year and the fifty GCM companies that did not switch auditors paid their auditor 
$4,759,800 in total fees. This compares to $172,100 in total fees paid by the six 
companies that switched auditors from the NGCM group and $4,434,100 for the 
fifty-five NGCM companies that did not switch. A test of quantity proportions 
(Kachigan, 1986, p. 184) indizates that the proportion of fees lost by switching 
GCM firms is significantly greater (p < .05) than the proportion of fees lost by the 
switching NGCM firms.” 

These lost fee results reinforce the earlier switching analyses, and provide a 
more tangible result regarding the cost to the audit firm for issuing a going-concern- 
modified report to a client that remains subsequently viable. Not only did the GCM 
companies switch more often, but by that switching the auditors of the GCM firms 
lost proportionately more revenue than the auditors of the NGCM firms. 


Hypotheses 3 and 4 

To assess the possible existence of the self-fulfilling prophecy in the Australian 
market, we first examine the company failure proportions of the GCM and 
stressed NGCM samples. As indicated in Table 6, eight of the sixty-eight GCM 
companies (11.8 per cent) recziving a first-time going-concern-modified opinion 
failed within two years, while seven of the sixty-eight control NGCM companies 
(10.3 per cent) failed in the same subsequent two-year time period. This difference 
is not statistically significant (x? = .075, p =.784). Both of these proportions are 
different from those found in the U.S. by Geiger et al. (1998), who report an 
18.9 per cent failure rate for the GCM sample compared to a 5.6 per cent failure 
rate for the NGCM sample—both of which are more extreme than that found for 
our Australian companies. Additionally, our sub-group of ‘Emphasis of matter’ 


2! Similar results are obtained if we assess lost fees in the initial reporting year or lost fees using the 
fifty-five pairs of surviving companies. : 
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TABLE 6 


GOING-CONCERN-MCDIFIED AUDIT OPINIONS AND COMPANY BANKRUPTCY 














(n = 136) 
Audit opinion modified Filed for bankruptcy 
for going-concern 

Yes No ; Total 

Yes 8 (11.8%) 60 (88.2%) 68 (100%) 
No 7 (10.3%) 61 (89.7%) 68 (100%) 
x = 075; df = 1; p = .784. 

TABLE 7 


SUMMARY OF RESULTS—BANKRUPTCY FILING 
(n = 136) 
Model"; Log BKT) = a0 + a1*PRB + a2*LNTA + a3*BIGS + a4*GC 





Variable Expected sign Coefficient x p-value 
Intercept 6.45 12.36 .001 
PRB + 0.12 0.08 -184 
LNTA ? 0.38 : 5.17 023 
BIGS + 1.59 11.39 001 
GC + 9,09 0.06 802 


* We use the SURVEYLOGISTIC procedure within SAS to examine the model. 
Model: p = .025; Pseudo R* = 17.7%; c-statistic = 78.5. 


BKT =1 if client de-listed and placed in liquidation within 2 years of receiving a first-time going- 
concern-modified audit report, 0 otherwise, 

PRB = probability of failure from Zmijewski’s (1984) model, 

LNTA = logarithm of total assets (in thousands of dollars}, 

BIGS =1 ìf auditor was Big 5, 0 otherwise, and 

GC =1 if the opinion is going-concern-modified, 0 otherwise. 


modifications has an 11.1 per cent failure rate, which is consistent with the overall 
GCM failure rate of 11.8 per cent and the NGCM failure rate of 10.3 per cent. In 
- sum, our univariate results do not suggest any differences with respect tc subsequent 
failure rates between our GCM and NGCM Australian companies. 

We again use a logistic regression and control for other bankruptcy related factors 
in estimating the effect of audit opinion type and probability of subsequent 
bankruptcy filing. As reported in Table 7, the model is significant (p < .05) and 
the results are consis-ent with the univariate analysis. Specifically, the variable of 
interest, GC, is positive but not significant (p = .802) in the model. Accordingly, 
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after controlling for financial distress, company size and auditor type, we find no 
evidence of a statistically significant association between the probability of com- 
pany failure and the issuance of a first-time going-concern-modified audit opinion 
for our samples of stressed Australian companies. Thus, we find no support for a 
self-fulfilling prophecy in Australia for our samples of companies. These findings 
contrast with Geiger et al. (1998) and Garsombke and Choi (1992) who found a 
Significantly higher failure rate in the U.S. for going-concern-modified firms 
than for non-going-concern-modified firms. However, our findings are consistent 
with Citron and Taffler (1992), who found no association of failure rates and 
going-concern-modified audit opinions for U.K. firms. The solace for Australian 
auditors and their clients is the implication that a going-concern-modified audit 
opinion is closely linked to the oft mentioned self-fulfilling prophecy of future 
firm failure following receipt of a going-concern-modified audit opinion. 

Further, in the logistic regression model, the control factor PRB is not associated 
with company failure (p > .05), indicating that for the samples of financially stressed 
companies, the variation in relative stress does not appear to significantly influence 
bankruptcy filing. It is noteworthy that in a related study Geiger and Rama (2003) 
also report non-significant stress results in their logistic regression assessing 
probabilities of issuing going-concern-modified audit opinions. The LNTA and 
BIG5 variables, however, are positive and significant (p = .023 and .001, respec- 
tively) indicating that larger companies and companies audited by the Big 5 are 
more likely to file for bankruptcy after receiving a going-concern-modified audit 
report. Morris and Strawser (1999) similarly report that companies with a Big 5 
auditor are more likely to fail than companies with a non-Big 5 auditors. 

To assess lost fees due to subsequent company bankruptcy (H4), we aggregate 
the fees paid to the audit firms in the year the company was identified for the 
study. As presented in Table §, for the group receiving a first-time going-concern- 
modified audit report, the eight subsequently bankrupt companies paid a total of 
$2,475,300 in fees to their auditor and the sixty surviving companies paid their 


TABLE 8 


SUMMARY OF LOST AUDIT FEES DUE TO COMPANY BANKRUPTCY 

















(in $°000s) 
Report type 

GCM (n = 68) NGCM (n = 68) 
Bankruptcy $2,475.3 (2 = 8) $642.2 (n = 7) 
Survive 6,160.5 (n = 60} 4,425.7 (n = 61) 
Total fees $8,635.8 $5,067.9 
mean/s.d. $127.0/226.2 $74.5/165.9 
t-statistic = 2.36; p = .008. 
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audit firms $6,160,500 in aggregate fees. This compares to $642,200 in fees paid by 
the seven NGCM companies that subsequent failed, and $4,425,700 by the sixty- 
one companies that remained viable. A test of quantity proportions indicates that 
the proportion of fees paid by the eight bankrupt GCM firms is significantly 
greater (p < .01) than those paid by the seven NGCM firms that failed. These 
results indicate that even though the bankruptcy rates were similar for GCM and 
NGCM companies, the fees lost by audit firms due to client bankruptcy were 
significantly greater proportionately for the auditors of the GCM sample than for 
the auditors of the NGCM sample. 

As an extension to these lost fee analyses, combining lost audit fees due to 
either switching or bankruptcy reveals that the GCM sample again exhibits a 
significantly higher (p < .01) proportion of lost audit fees compared to the NGCM 
sample. These combined loss results (i.e., losses for both switching and bankruptcy) 
provide additional support to the premise that auditors issuing a first time going- 
concern-modified opinion face higher lost audit fees from losing a client (either 
due to clients switching to another auditor or entering bankruptcy) than auditors 
not issuing going-concern-modified opinions to financially stressed clients, 


Further analysis 

As discussed earlier, practitioners, company executives and academics have often 
considered going-concern-modified audit opinions and subsequent bankruptcy 
filings to be endogenous, that is, to be jointly determined. Accordingly, we specifically 
test for the possible endogeneity of going-concern-modified audit opinions and 
bankruptcy by using a system of simultaneous equations. Our system of equations 
includes our bankruptcy model along with a model of predicted going-concern- 
modified audit opinions that uses PRB, LNTA, BIGS5, cash flow from operations, 
a negative net income dummy variable, earnings before taxes, and bankruptcy 
filing as independent variables. This procedure reveals that while our models are 
significant (p < .01), Hausman tests (Hausman, 1978; Wooldridge, 2002) indicate 
that going-concern-modified audit opinions are not significantly endogenous with 
subsequent bankruptcy for our samples of GCM and NGCM firms (p > .10). Thus, 
the results do not appear to be confounded by possible endogeneity issues with 
respect to going-concern-modified audit opinions and bankruptcy. 

Additionally, to assess if the switching or bankruptcy effects are due to an inter- 
action of audit firm size and receiving a going-concern-modified opinion, we 
added a BIG5-by-GCM interaction term to the two logistic regressions reported 
in Tables 4 and 7. Results of these expanded models indicate no significant effect 
of the interaction of audit firm size and the receipt of a modified opinion on either 
switching or company failure and the results on the other variables remain 
substantively the same as previously reported. 


SUMMARY AND CONCLUSIONS 


While previous researchers have examined companies that switch auditors, and 
have included audit report type as an explanatory variable, few studies have 
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empirically measured the cost to the auditor of issuing a first-time going-concern- 
modified audit opinion. Empirical results in the U.S. suggest a positive association 
between first-time going-concern-modified audit opinions and auditor switching, 
and provide mixed evidence as to a possible self-fulfilling prophecy effect with 
respect to the association between a going-ccncern-modified audit opinion and 
subsequent company bank-uptcy. Our study contributes to the literature by 
extending these prior works to: (a) the population of first-time going-concern 
modifications in Australia over a multi-year period (1994-97), and (b) an examination 
of lost audit fees to the incumbent ezuditor as a direct assessment of the cost of 
going-concern modifications. 

We present evidence that the issuance of a first-time going-concern-modified 
audit opinion in Australia is positively associated with companies switching audit 
firms. However, we find no evidence of higher company failure rates after companies 
receive a first-time going-concern-modified audit opinion. Thus, empirical support 
is provided for increased auditor switching but not for the often mentioned self- 
fulfilling prophecy in Austratia. 

When we examine the audit revenues lost due to not retaining a client in the 
subsequent year because of switching or company bankruptcy, the auditors issu- 
ing going-concern-modified opinions lost proportionately more revenues in both 
of these instances (and combined) compared to the auditors who did not issue a 
going-concern-modified opinion. Reported results here are the first to document 
empirically that auditors issuing goirg-concern-modified opinions to financially 
stressed clients face higher lost audit fees than auditors who do not render going- 
concern-modified opinions to similar financially stressed companies. 

A potential limitation of the study is the method of selection of control companies 
in the financially stressed, non-going-concern-madified audit opinion group. While 
an attempt was made to identify similarly stressed and sized companies from the 
same industry in the same time period, and analyses here have properly adjusted 
for differences in population proportions with test results supporting the efficacy 
of our matching procedures, our selection criteria, or analyses, may have omitted 
variables relevant to companies switching auditors or to subsequent bankruptcy 
(e.g., having audit-firm-affiliated directors, the loss of a significant company executive 
during the subsequent year, or substantial stock price declines). 

These, and similar issues, related to the Australian audit market are fertile 
ground for future research. For example, since this is the first study to examine 
auditor switching and subsequent viability for first-time going-concern-modified 
audit opinion recipients in Australia, future research should also investigate the 
extent of variation between our Australian results and reporting environments 
found in other markets (Simunic and Stein, 1996; Lennox, 2000). Future researchers 
could also evaluate longer viability time frames than the two years examined in 
this study in order to examine more thoroughly cumulative lost audit fees from 
former clients. 

Additionally, 88 per cent (60 out of 68) of the GCM companies in our study 
remained subsequently viable for at least two years after receiving a first-time 
going-concern-modified audit opinion. Such a large proportion of subsequently 
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viable companies receiving a going-concern-modified opinion suggests room for 
improvement in auditors’ models related to these reporting decisions. Future 
research should attempt to help auditors better identify truly failing companies. In 
fact, Raghunandan and Subramanyam (2004) find that bankruptcy prediction 
models using financial data alone do not outperform audit opinions for predicting 
bankruptcy, but models including stock price data significantly outperform audit 
opinions. In light of our findings, developing more precise going-concern assessment 
aids would reduce the costs associated with issuing unwarranted going-concern- 
modified opinions to subsequently viable clients. 
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George R. Husband, accounting educator, was a leader in research, service 
and teaching. His former students and admirers endowed a chair, three 
scholarships and an annual lecture series in his memory nearly forty 
years after his death in 1958. This article highlights his lasting accom- 
plishments by examining his research (e.g., as an opponent of the LIFO 
method of inventory valuation, an advocate of price-level accounting 
and major proponent of the proprietary theory of financial accounting, 
and as one of the most prolific authors in The Accounting Review), service 
(e.g., as Vice President and President of the American Accounting Asso- 
ciation) and teaching. We also discuss Husband’s research in the context 
of other notable contemporary scholars and those whose works are con- 
sistent with Husband’s thoughts 


Key words: Accounting, history, thought; George Husband; Principles; 
Rules. 


This article examines George R. Husband’s life (1896-1958) and accomplishments 
in research, service and teaching. After a brief biographical sketch, important 
writings and theoretical contributions as well as his long tenure of service and 
teaching in the accounting community are evaluated. We emphasize three features of 
his research (listed in descending order of how we perceive his time was invested): 


1. Husband’s opposition to LIFO, which has helped keep alive an ongoing 
accounting debate. Husband argued that LIFO did not properly match the 
inventory’s physical flow with its financial records, thus contradicting historical 
accounting principles. He noted that advocates of this approach were motivated 
by a desire to influence managerial decisions through the restatement of profits. 

2. His work on price-level accounting, which remains a key reference for any 
new study of the effect of inflation on accounting. Husband stated that failing 
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to disclose on the balance sheet the amount of inflation misrepresented 
values. 

3. His support of the proprietary approach in the entity vs proprietary debate, 
which forecast the predominant viewpoint of CPAs today. Husband argued 
that for accounting purposes corporations should be perceived as a group of 
individuals associated for the purpose of the business enterprise. 


Placing Husband’s writings in context requires using, roughly speaking, hypotheses 
or propositions. However, since we have no data with which to test hypotheses, 
we use propositional reasoning—supporting propositions with evidence. 


BIOGRAPHICAL BACKGROUND 


Born in Cornwall, England, on 30 June 1896, Husband came with his family to the 
United States in 1901 (Who Was Who in America, Vol. III, 1951-1960). His son, 
Andy, noted that the family settled in the small town of Wolverine, Michigan— 
close to Calumet, the birthplace of Husband’s mentor (and perhaps the leading 
U.S. financial accounting scholar), William A. Paton. Andy reports that Husband, 
the top student in his high school, still holds the highest grade point average there. 
(Andy, a 1962 Wayne State University [WSU] accounting graduate, had an extensive 
career with Ernst & Ernst and Arthur Andersen before changing careers to 
become a Methodist minister in Black Earth, Wisconsin.) Husband and his wife 
had two other children, Cheryl Joyce, a medical counsellor, and Robert George, a 
superintendent in the Newberry, Michigan, public school system. 

Husband served in the U.S. Army in World War I but did not go overseas. He 
graduated as a University of Michigan (U of M) business administration major in 
1923 (Husband, 1958). He taught in and headed the Wyandotte, MI, High School 
Commercial Department from 1923 to 1926. He began teaching at Wayne (now 
Wayne State) University in Detroit in 1926. From 1928 to 1929 he was a visiting 
instructor at the U of M, earning an MA degree in 1927 and a PhD in 1931 with 
Paton chairing his dissertation committee. Husband rejoined WSU in 1929 and 
chaired its Accounting department from 1938 to 1958. He was a visiting professor 
at U of M from 1937 to 1938 and at the University of Istanbul in 1955-56 (‘George 
R. Husband’, file at WSU Development Office). He died on 6 December 1958 
(‘George Husband Dies Following Heart Attack’, 1958). 

WSU’s Daily Collegian published Husband’s work, ‘Why I Teach’, zs part of a 
series, on 4 December 1958—just two days before his death. In this piece, Husband 
observes that he originally planned to enter the ministry, but his World War I 
experience and the brief but severe depression of 1920 and 1921 led him into U of M’s 
business administration program. After a short experience in business, Husband 
accepted a higher paying job at a high school, a move perhaps dictated by his 31 
August 1923 marriage to Coral Lorene Sibilisky. This. teaching led Husband 
(1958, p. 2) to college teaching, which he found a strongly creative activity: 


To contribute to the inspiration and development of young lives, to assist them tc lay life 
foundations, to become acquainted with basic thinking and thinking processes, to help 
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them appreciate the necessity for disciplining themselves and to realize the obligation 
they owe to society are not mean objectives. 


Former students feted him at a banquet in April 1958, commending him for 
‘always leaving with his students a set of personal standards they feel they must 
live up to’ (‘George Husband Dies Following Heart Attack’, 1958). 


RESEARCH ACTIVITIES 


At a time when the accounting profession once more calls for a ‘principle-based’ 
system of accounting instead of a ‘rule-based’ system, it perhaps seems appropriate 
to remember our roots and especially the men and women who sought to estab- 
lish the principles upon which accounting could be based.* 

Views of principles in accounting vary. Is ‘principle’, for example, a logical con- 
struct? George O. May (Staub, 1944, p. 283) argues that ‘rules of accounting, even 
more than those of law, are the product of experience rather than logic’. Accounting 
principles are not immutable or of a scientific character but general rules adopted 
as guides to action. Thus, accounting rules are initially postulates derived from 
experience and reason that must be proved useful and become generally accepted 
to become principles of acccunting. 

May suggests that accounting principles are formed in consideration of utility 
and thus are subject to change when the criteria of usefulness change. He claims 
(Staub, 1944, p. 294) that accounting conventions should be conceived in relation 
to at least three items: uses cf accounts, social and economic concepts of this time 
and place, and modes of thought of the people. When any of these three things 
change, accounting concepts will change along with them. 

Taking a different approach, Husband (1937, p. 387) calls accounting logical 
only when conceived in terms of an originally established end or goal. Husband 
argues that practical requirements sometimes force us to abandon theoretical logic 
when formulating accounting postulates. Legal requirements, state statute require- 
ments regarding par value, the declaration of dividends, federal and state income 
tax laws and other related matters constitute a third influence in formulating 
accounting postulates. 

Husband (1937, p. 388) states that accounting postulates should be formulated 
according to the purposes that the accounting procedures are designed to serve. 
Historically, the viewpoint and evaluation of-the owner dictated basic principles. 
Little or no consideration is given to the needs of prospective creditors, investors 
and managers. 

May suggests that postulates are formulated based upon their usefulness, while 
Husband viewed them as formulated based upon their served purposes. The 
difference may seem subtle. In any case, they agree that postulates must be deemed 
useful or acceptable before they can be accepted. May’s (Staub, 1944, p. 284) conviction 


* [Editor’s note: See also discussion o7 principles and rules in recent issues of Abacus—especially the 
Forum issue of June 2006 and R. Walker, ‘Reporting Entity Concept: A Case Study of the Failure 
of Principles-Based Regulation’, Abacus, March 2007.] 
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that accounting rules are postulates derived from experience and transformed into 
principles of accounting ty being proved useful agrees with Husband’s claim (1937, 
p. 387) that postulates must be set forth clearly and the goals well defined in 
order for the accounting principle to be universally accepted—ever. though, 
in today’s terms, May’s position is ‘rule-based’ and Husband’s ‘principle-based’. 
To garner data for this study, we searched the accounting literature (e.g., ABI/ 
INFORM data base and GOOGLE search engine); read Husband’s writings 
(listed in the Appendix) and two reports of his work as 1952 President of the 
American Accounting Association (AAA); and examined WSU’s archives for 
references to him. In 19€0, we surveyed some of his former students and colleagues, 
and in 2003 all of his former students were asked to comment on his works. 
Husband amassed a Cistinguished research record, with twelve contributions to 
The Accounting Review alone, making him the twelfth most published author there 
(Heck and Bremser, 198€). His work has significantly influenced accountants, given the 
many accounting authors who have referred to Husband’s writings, and many of 
Husband’s areas of research have long affected accounting practice. For exemple, tax, 
financial and management accountants have long studied the effects of using LIFO, 
and price-level adjusted “inancial statements are a key topic during inflationary times. 


LIFO—Present and Part 

The International Accounting Standards Committee’s issued International 
Accounting Standard ‘IAS) 2, Inventories (IASC, 2005) to prohibit using the 
LIFO method to measure inventories. Guenther and Hussein (1995) found that 
the only support for usirg LIFO among IASC member countries came from countries 
that allow this method for income tax purposes. 

Over sixty years befcre the IASC prohibited its use, Husband (1940a* protested 
the LIFO method of inventory valuation, after the 1939 Federal Income Tax Act 
allowed taxpayers to use it. While generally lowering income taxes (especially 
during periods of risirg prices), LIFO ignored the concept that entities should 
view inventory investments as a fund that the going-concern theory implies should 
stay at a minimum (replenishment) quantity. Husband argued that LIFO violated 
the fund concept and—taken to its extreme—would distort the evaluation of most 
other balance sheet eccounts. Moreover, LIFO violated the matching of the 
inventory’s physical flow with its financial records, contradicting some basic 
historical accounting principles. Accounting ‘truth’ was tied to consistency here. 

Husband argued that the motivations for LIFO arise from the desire to 
influence managerial decisions through a restatement of profits (1940a, p. 196). 
He added that: 


The conclusion that tre last-in, first-out method results in a more accurate presentation 
of income apparently is based upon a somewhat different concept of profits than that 
usually held. Ordinarily, the accountant thinks of profits in terms of mere dollars and 
cents, not in terms of purchasing power or the utilities possessed. Through the newly 
accepted method of evaluation, however, the accountant seeks to exclude dollars from 
the profit figure to the extent that an increase in cost is incurred in replacing the original 
or initial inventory stock. (pp. 192-3) 
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In a quick response in The Accounting Review, Cotter (1940, p. 419), a financial 
writer and non-accountant, stressed that the investor should be the focal point of 
the controversy: 


Businesses employing last-in can and should be able, at the close of any given accounting 
period, to disburse in dividends every penny of earnings shown, no matter whether or not 
their raw material prices were rising or declining during the period, and yet start the new 
accounting period with the same real wealth as at the beginning of the then previous 
period. Users of first-in cannot do this in times of ascending prices. They cannot pay out 
all, or even any large percentage of their ‘profits’ without depleting cash assets or 
borrowing money, because of the need of cask for carrying high-priced stocks of goods. 


Husband (1940b) responded with a statement that underlines his great concern 
for truth: 


However, Mr Cotter is more concerned with fact and truth from the standpoint of the 
income statement than from the standpoint of the balance sheet. One may question, 
nevertheless, whether that which is neither fact nor truth from the standpoint of the cur- 
rent balance sheet can be both fact and truth from the standpoint of the current income 
statement. Assuming the same ultimate purpose, the two statements are interdependent 
... [i]s it the truth that profits should be measured by what a business should be able to 
disburse at the end of any accounting period? (pp. 511-12). 


Zeff and Keller (1964) considered Husband’s 1940 pieces to be ‘a tightly reasoned 
argument against LIFO’ (p. 88), adding: ‘Ever the meticulous logician, Husband 
coined “first-in, last-out” as the phrase that should be used when referring to 
inventory valuation ... Husband preferred to describe LIFO inventory according 
to what it represents: first-in, last out.’ 

Husband’s views on inventory accounting warrant study, especially if inflation 
reoccurs. What follows places Husband’s work historically in the accounting 
standards debate. Here, Husband sees management as the dominant group, a 
view taken in the argument of Positive Accounting Theory (PAT) advocates 
regarding management compensation, management-debt-raising activities, or 
political scrutiny. 

Watts and Zimmerman ({(W&Z], 1978, pp. 112-13) examine why firms try to 
influence the determination cf accounting standards: 


The histories of the Committee on Accounting Procedures, the Accounting Principles 
Board, and FASB are replete with examples cf managements and industries exerting 
political pressure on the standard setting bocies. The reasoning behind this is that 
firms having contact with governments through regulation or procurement, or indirectly 
through governmental intervention can affect their future cash flows by discouraging 
government action through the reporting of lower net incomes. (p. 131) 


It is claimed that accounting choices are not made in terms of ‘better measure- 
ment’ of some accounting construct, such as earnings. Choices are made in terms 
of individual objectives and effects of accounting methods on achieving those 
objectives. The PAT literature takes the proposition that the accepted set maximizes 
the wealth of the contracting parties and then seeks to understand how wealth is 
affected by specific accounting methods (W&Z, p. 150). 
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The ideas of other prolific accounting researchers such as Canning, MacNeal 
and Chambers are consistent with those of Husband regarding the search for 
truth and the use of log:cal analysis. A landmark in accounting theory, Canning’s 
(1929) The Economics cf Accountancy: A Critical Analysis of Accounting Theory, 
according to Zeff (2000, pp. 4-5), helped accountants grasp economics relevant to 
accounting theory and practice. Arguably, Canning (p. 6) was the first to attempt 
to develop a comprehersive accounting theory and to develop and present a con- 
ceptual framework for asset valuation and measurement founded explicitly on 
future expectations. He characterized accounting as essentially a process of valuation, 
calling goodwill ‘a master valuation account’. He also was the first to note that 
accountants’ implied definition of assets omits ‘services arising from contracts the 
two sides of which are proportionately unperfermed’. 

Canning’s major contribution to accounting thought is in stressing the forward- 
looking valuation of assets, favouring ‘direct valuation’ of assets, that is, discounted 
present value of realizec money income to apply to such assets as cash, receivables 
and finished goods inv2ntory, for which a realized money income exists and is 
statistically determinable. He also recommended (1929, p. 7) the ‘indirect valuation’ 
for other assets: the present worth of future outlays needed to obtain like services in 
like amounts by the best available alternative means, less the present worth of future 
outlays necessary to obtain the agent’s future service in the most economical manner. 

Truth, as it relates tc accounting, is difficult to define and apply. Many use the 
term to mean ‘in accordance with the facts’, but in accounting not all using the 
term have in mind the same definition of facts. Some define accounting facts as 
objective and verifiable. data; thus, historical costs may represent accounting facts. 
Others may relate truth to the valuation of assets and expenses in current economic 
terms. MacNeal (1939, >. 203) states that truth is displayed in financial statements 
only when it discloses the assets’ current value and the profits and losses accruing 
from changes in values, although the increases in values should be designated as 
realized or unrealized. He argues that since the advent of Pacioli’s 1494 book on 
the double-entry system, accounting methods and reports ‘have been based on 
expediency rather than on truth’ (p. 203). 

Bayou et al. (2007, pp. 1-8) point out that the issue is even more confusing than 
this: SFAC 1 (FASB, 1978) asserts that only ‘usefulness’, not ‘truth’, is the ultimate 
objective of financial reporting. But the document is unclear on what it is that 
accounting could tell the truth about. Furthermore, this framework contains 
various allusions to truth and several theories for establishing the truth that mix, 
for example, correspordence and coherence theories. 

Correspondence theory stresses that ‘A true representation is deemed to be one 
that corresponds to reality as it exists in its own right’ (Macintosh, 2002, p. 116). 
For example, the statement ‘it is raining’ is true if and only if it is actually raining. 
Coherence theory stat2s that the truth of a proposition consists in its coherence 
with some specified set of propositions, focusing on the consistency of relation 
between propositions and their truth conditions. For example, Archer and McLeay 
(1990) argue that the coherence theory’s applicability is evident across nations 
where each country has its own set of rules and principles for financial statement 
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preparation. Thus, one country’s applying certain accounting rules to the same trans- 
action could be truthful (i-e., justifiable) there, yet false (unjustifiable) in another. 

Moreover, Kirkham (1997, p. 49) notes that the notion of truth-as-justification 
rests on the claim that if truth is a vacuous concept while justification is not, we 
really need no theory of truth distinct from a theory of justification. Rorty (1991, 
p. 23) writes succinctly, ‘there is nothing to be said about either truth or rationality 
apart from descriptions of the familiar procedures of justification which a given 
society ...uses in one or another area of inquiry’. Given this welter of under- 
standings, it may be useful to examine Husband’s constant pursuit of what he saw 
as truth in accounting. 

One system of accounting measurement that did seek for ‘better measurement’ 
or more logical analysis was Chambers’ CoCoA. Iselin (1968) notes that Chambers’ 
seminal work, Accounting, Evaluation and Economic Behavior (1966) develops 
Continuously Contemporary Accounting (CoCoA) to measure comprehensively a 
business entity’s wealth as the amount of unencumbered current general purchasing 
power it commands. Periodic income is the increase in its wealth, and loss the 
decrease. CoCoA calculates wealth as the aggregate of the face value of its cash 
and other liquid assets plus the cash equivalent of its physical assets, less the con- 
tractual amount of its liabilities. It best indicates a physical asset’s cash equivalent 
at its current selling price (exit value). Periodic income includes (a) net revenues, 
comprised of all receipts less all payments made in the course of business; (b) the 
price variation adjustment, as the net amount of all changes in the cash equival- 
ents of physical assets; and (c) the capital maintenance adjustment, as the amount 
needed to restate wealth at the period’s commencement in terms of the general 
purchasing power of the currency at the end of the period. A scale adjustment 
helps to account for price variations in the general purchasing power dimension of 
the monetary unit of measure. Chambers’ advocates using a general index to 
adjust for effects of price-level changes.* 

In a 1991 speech entitled ‘An Educational Scandal’, Chambers stated with dismay 
that ‘In accounting it is still the same today. Habit and tradition, copying and 
timidity, remain the dominant features of textbook writing and educational practice; 
they are as dogmatical and unscientific as they were 150 years ago’ (Wolinzer and Dean, 
2000, p. 253). He adds what he understood to be the barrier to accounting progress: 


These two fallacies, fallacious aggregation and the fallacious belief in the utility of out 
of date information, provide a recipe for all that is disorderly, dangerous and often 
disastrous accounting practice. Instead of revealing, they conceal the facts. Instead of 
disciplined accounting, we have creative accounting. Instead of concise, intelligible 
reports, we commonly have four pages of financial statements and 20 pages of 
unintelligible footnotes. (2000, p. 243) 


Price-Level Accounting 
In reference to price-level accounting, Husband’s 1932 dissertation favoured using 
general price-level financial statements. His dissertation, ‘Inadequacy of Orthodox 


* Chambers’ works are available at http://chamberslibrary.econ.usyd.edu.au. 
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Accounting Procedure in View of Fluctuating Price Level’, was unavailable 
until about 1950 when he copyrighted it and it became available through UMI 
Dissertation Services (1950, Vol. 261). 

Husband illustrated the same data sets for the Sibil Trading Company (a 
fictitious firm) without setting the length of time for the periods. He first assumed 
a 4 per cent inflation rate for each of the twelve periods (1950, p. 128), and then 
used the same example assuming a 4 per cent deflationary rate for twelve periods 
(p. 146). Husband defended the first set as being representative of the U.S. price 
increases in 1915 and 1916. The second set analysed price decreases in 1920 
and 1921 (p. 161). He applied ‘Stabilized Accounting’ (in reference to Henry 
Sweeney’s seminal work) for an unnamed Detroit firm for 1916 to 1921 (p. 169). 
He concluded that his version of general price-level accounting helped both managers 
and society, offering this passage for those favouring the replacement-cost model: 


It may be suggested that accounting which is to serve all of its purposes would call for 
multiple statements. A balance sheet may be made with at least three columns, or sets of 
figures; one column to be used for figures derived from the orthodox procedure, a second 
column for figures showing unrecorded costs in terms cf present or stabilized dollar 
values, a third column showing economic values. (p. 189) 


Husband believed that the columnar approach best accounted for the effects of 
inflation by presenting truthful financial information to financial statemen- investors, 
creditors and other users, thereby providing a useful service to society. 


Three General Methods to Account for Inflation 

The accounting literature notes three general methods of moving beyond un- 
adjusted historical-cost accounting to measure inflation: (a) general price-level 
indices applied to historical-cost numbers; (b) current value accounting {which 
then invites the question of entry vs exit prices); and fc) current value accounting 
with application of general price-level indices. Amongst others, Husband, Chambers 
and Sterling differed on which method was most effective. Briefly, Husband 
advocated applying price indices (e.g., general or industry-specific Gross Domestic 
Product Deflators) to a company—and reporting both the historical costs and the 
price index costs. 

Husband’s theories created a framework reflecting value changes in prices, 
although he did not develop specific indices for all items appearing in the financial 
statement. Today’s computer technologies have reduced significantly the costs of 
maintaining databases and computing replacement costs under the entry or exit 
value methodologies. 

Chambers favoured using the exit value of what a seller could get for the prod- 
uct in the ordinary course of sale of business inventory (liquidation). Chambers 
(1965, p. 736) focused on opportunity costs of market resale prices, rather than 
current costs, as a basis for measuring assets, that is, what an entity could receive in 
selling an item during the course of an ordinary exit—at a ‘normal’, non-forced sale. 

Sterling favoured using entry value (or replacement cost) of what a person enter- 
ing the marketplace would need to spend in order ta acquire a specific product or 
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service. Sterling (1970, p. 328) disagrees with Edwards and Bell’s favouring entry 
over exit prices as useful to external users of the data. He calls forced exit value 
ill defined. Sterling also points out (pp. 340-1) that the GDP deflator (as Husband 
recommends) is a weak general measure of price changes since imports enter the 
index with negative weights that could even lead to the perverse result that an 
increase in import prices leads to an immediate fall in the index. 

One pitfall of exit value is that it constantly requires estimating the value of all 
company assets, as buyers are not always available for each product, and it dis- 
courages companies from holding (or ‘investing in’) inventories and fixed assets 
for long periods of time, as such values can change frequently. One pitfall of entry 
value is that it punishes management that holds assets that new technologies can 
replace (from a ‘real’ productive capacity viewpoint). 

Chambers (1964, p. 270) notes that entity balance sheet values, especially plant 
(fixed) assets, indicate one or more costs at that date of acquiring a plant in the 
condition in which it then stands: the valuation that lender might place on it as a 
security for a loan; the valuation that the owner might place on it for insurance 
purposes; or the price that might be obtained for it if the character of the 
company’s investments were changed. While these costs may differ, they are all 
estimates made under conditions existing at the time the financial statements are 
prepared. They approximate contemporary value in the market. 

Much of the above discussion has relevance today, as evidenced by the U.S. 
Financial Accounting Standards Board’s (2006) recently issuing, for example, 
SFAS 157, Fair Value Measurements, to clarify—but not require—definitions of 
fair value measurements. Entities should now measure fair value to sell an asset 
or transfer a liability for a hypcthetical transection at the measurement date, con- 
sidered from the perspective of a market participant that holds the asset or owes 
the liability. Thus, the definition focuses on the price that would be received to 
sell the asset or paid to transfer the liability (an exit price), not the price that 
would be paid to acquire the asset or received to assume the liability (an entry 
price). 

Husband’s dissertation (1950, p. 38) notes that accounting usually focuses on 
determining realized profits. Not adjusting the price for inflation results causes 
inappropriately presented unrecovered value-costs and in an accounting proced- 
ure that does not pursue values faithfully. Husband (pp. 39-40) identifies two 
types of balance sheet adjustments from price-level changes: (a) liquid and semi- 
liquid assets and liabilities, as well as (b) fixed assets and inventories. He argues 
that liquid and semi-liquid assets and liabilities that are not subject to changes in 
price should submit to a change in value. Fixed assets and inventories that are 
subject to a change in price need not submit to a change in value, since during 
shifting price levels when an item changes in value, no correction should occur in 
the cost figure to bring its value to the current date, whereas when no change in 
value takes place, a correction is necessary. 

Husband (1950, pp. 56-7) provides an example of a purchasing power change of 
the dollar when the value increases. Assume that an asset with a twenty-five-year 
useful life and no scrap or abandonment value was purchased in 1920 for 
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$100,000, when the dollar possessed a buying power of 100. But prices declined or 
purchasing power increesed so that by 1930 the price of the original asset is just 
half of the 1920 value. The purchasing power of that dollar is twice what it was 
in 1920. Using straight-line depreciation, the annual charge to expense and the 
annual credit to the allcwance account are both $4,000. Thus, the $4,000 annual 
charge to expense reserves assets in the business of greater value than that of the 
value departing from the original asset. The allowance amount credit represents a 
deduction from the asset and so must be on the same dollar value basis as the 
asset, a 1920 basis. Hence, the charge to sales, and the assets reserved in the 
business, will be a 1930 dollar value basis, which is twice that of 1920. 

Husband (1950, pp. 76-7) argues that if accounting is to help management 
determine its success in safeguarding invested values and securing edditional 
increments of value from speculative possibilities, shifting price levels cannot be 
ignored. Determining realized profits calls for a procedure based upon homogenous 
values. He claims that accountants have been so absorbed by the requirements of 
a formalistic procedure that they are unaware of both the weakness in their own 
position and the opportunities for greater service. 

W&Z (1978) add that management is forced to make the best of the accounzant’s 
imperfect results, but hope that the accountant will recognize the opportunities to 
be of service to these other ends and raise acccunting to its proper position in the 
social economic process. 

Husband (1955) finds that an individual’s elementary use of the income concept 
suggests that the real velue is the most appropriate, as money is merely the means 
to buy something. For example, if a man buys an asset for $100 at the start of the 
year and then sells it for $200 at the end of the year, while inflation has doubled 
he has no ‘real gain’ on the transaction. His $200 at the end of the year is worth 
no more than the $100 at the beginning of the year. Thus, ‘It would clearly be a 
delusion to believe that he had gained $100 by the operation. Yet just this delusion 
does enter into convenzional income accounting, which takes no heed of changes 
in the general price level’ (p. 384). 

Husband notes that the American Accounting Association’s Committee Report 
on price-level changes. ‘Supplementary Statement Number 2 neither denies the 
basic accuracy of tradicional accounting statements, nor their validity for certain 
purposes’. Statement 2 holds that ‘conventional accounting practices, which 
includes adherence to historical dollar costs in financial reporting, has evolved 
over a long period’. The Statement adds: 


In accounting, differen: purposes may require diiferent types of reports. The traditional 
balance sheet and income statement, employing historical dollar costs, have proved their 
usefulness and are of primary importance for many purposes. Reports prepared to reflect 
fluctuations in the valu2 of the dollar may prove to have substantial usefulness for other 
purposes. (1955, p. 399) f 


Wide general price-fevel fluctuations can severely limit the validity and useful- 
ness of financial statements, and many benefits from restating accounting data in 
terms of a monetary unit of uniform significance. Husband states (1955, p. 385) 
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that, ‘Recognition of the limitations implicit in historical accounting dollar income 
measurement, of its service to relative purposes only, of its need for modification 
when used in connection with other purposes, and of the accountant’s possible 
service in contributing to these modifications is an important educative need of 
the day, not only as respects the public but as respects accountants themselves’. 

Dein (1956) argues that adjusting financial statements to reflect ‘current costs’ 
does not solve many problems related to price-level changes and that adjusted 
financial statements that Supplementary Statement No. 2 cited cannot serve the 
vague statement of purposes set forth there. Dein notes (p. 58) that Husband 
similarly concluded that ‘an analytically derived expression of realized economic 
income is the better realization base from which to make projections. Hence, its 
greater usefulness for all the purposes set forth.’ 

Dein (1956, p. 59) cites Sweeney’s (1927, 1928, 1930) arguments that to add and 
subtract dollars in financial statements with different purchasing powers commits 
a significant mathematical blunder, especially in periods of substantial price-level 
changes. He adds that while changing price levels complicate the jobs of investors, 
consumers and government, no one has shown why expressing financial statements 
in ‘current dollars’ will mitigate any of these problems. Financial statements in 
current dollars do not express facts in the sense in which the conventional 
statements express in monetary form the impact of certain explicit recorded 
occurrences. He adds that ‘Sweeney was right in at least one respect: That there 
can be no coexistence between the conventional financial statements and financial 
statements adjusted for price-level changes’. 

Disagreeing on many matters, Professors Dein and Husband agreed on the 
need to test financial statements adjusted fcr price-level changes in light of their 
intended purposes and that Alexander’s (1950) monograph, ‘Income Measure- 
ment in a Dynamic Society’, was worthy of the profession’s attention, particularly 
among those caring about the problems of inflation. 

Sterling (1979, pp. 4-5) notes that our inability to resolve controversial account- 
ing issues has led us to move cn to other issues, discarding previous controversies 
without resolving any of them. We thus view accounting as ‘art’ rather than 
‘science’. The problem, he says, is that art is indisputably a matter of taste. Sterling 
views the solution as living with the hypothetical approach of science and the 
scientific method, and by that he means someching that can be tested with numbers 
that are an expression of economic reality. This is the empirical approach for 
which exit values meet the criteria and all others do not. He rejects all valuation 
systems (including discounted values) except exit value for presently held assets 
and entry value (replacement cost) for all unacquired assets. 

Sterling (1985, p. 28) notes that most measures of real-world phenomena are 
somewhat imprecise, stating that while we should admire and encourage accountants 
seeking precision, those seeking absolute precision should consider what we call 
the so-called ‘exact’ sciences. Einstein, for 2xample, distinguished between the 
certainty of calculation and the uncertainty of representations of phenomena. 
Similarly, mathematical methods used in accounting that refer to reality are not 
certain, and as far as they are certain, do not refer to reality. 
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Husband published nothing from his dissertation, probably because his method 
of ‘Stabilized Accounting’ used the same term, but with a somewhat different 
model, as that employed by Henry W. Sweeney (PhD, 1936, Columbia University). 
Paton states, ‘The doctoral dissertation of the late George R. Husband, completed 
in 1932, dealt with the same subject but was never published’ (Sweeney, 1964, p. xiii). 

Zeff, general editor of the 1964 reissue, commissioned Sweeney to write an 
introductory section, ‘Forty Years After: Or Stabilized Accounting Revisited’. 
Sweeney stated that he had finished a 1927 dissertation, ‘Stabilized Accounting’, 
that focused on the 1€23 collapse of the German mark (p. xxi). A draft of 
the dissertation won tbe Hart, Shaffner & Marx Economics Contest (p. xxii). 
Sweeney worked further on the dissertation in researching the French accounting 
literature on inflation (p. xxii). By 1931, his 500—600 page revised draft was too long to 
attract a publisher (p. xxii). Without this publication, Sweeney could not receive 
his PhD. He then shortemed the manuscript by publishing seven explanatory articles 
in The Accounting Revie» (December 1930, September 1931, June 1932, September 
1933, December 1933, D2cember 1934 and June 1935) (1964 reprint, p. 204). 

Husband’s dissertatioa referenced three of Sweeney’s works: (a) ‘Maintenance 
of Capital’ (1930), (b) ‘Stabilized Depreciation’ (1931) and (c) ‘Stabilized Accouniing’, 
undated and unpublish2zd manuscript (1950, p. 105). After reading Sweeney’s 
work, Paton urged Husband to continue pursuing his dissertation. Zeff (1976) 
noted that Husband als> labelled his proposal ‘Stabilized Accounting’ while dif- 
fering in several respec-s from Sweeney’s version (p. 45); for example, Husband 
used a wholesale price icdex and omitted purchasing power gains and losses (p. 45). 

In a 22 June 1975 telephone call, Paton told Zeff (1976, p. 45) that he reminded 
Husband that Sweeney’s work became known only after Husband was well along 
on his dissertation. In kght of Husband’s and Paton’s dilemma and the fact that 
Sweeney’s shortened bcok first appeared in print in 1936, Husband’s dissertation 
did not receive its warranted attention. In any event, a comprehensive review of 
the literature of changing price levels and accounting exemplify ‘complete systems 
approaches’ (i.e., using separate columns in the financial statements to distinguish 
between the historical costs and the inflated costs to price-level accounting), 
especially important when inflation reoccurs. 

Husband served on the AAA 1951 Committee on Concepts and Standards 
Underlying Corporate Financial Statements, which issued ‘Supplementary State- 
ment No. 2, Price Level Changes and Financial Statements’. This statement urged 
that ‘the accounting effects of the changing value of the dollar should be made the 
subject of intensive research and experimentation’ (p. 469). 

A ‘battle of articles’ azose between Raymond Dein of the University of Nebraska 
(Dein, 1955, 1956) and Fusband (1955) about Supplementary Statement No. 2. Dein 
criticized the vague nozion of price-level adjustments after thirty years of study 
(1955, p. 4) and Husband (1955, pp. 383-99) focused on seven points to rebut Dein: 


(1) Historical, ‘commor dollar’ financial statements provide for an ‘unstable’ method of 
measuring real financial accounting results; 

(2) Such price-level fimancial statements should supplement the primary, historical 
financial ones; 
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(3) Price-level financial statements should match revenues and expenses for the periods 
presented; 

(4) Despite some ‘uniformity’ problems associated with constructing overall price indices 
in developing such statements, the methodology passes the cost-benefit issue; 

(5) Accountants should apply adjustments made for changing dollar values for all finan- 
cial statement accounts, in crder to fester the full disclosure of accounting transactions 
and events; 

(6) CPAs would generally not provide generally accepted accounting principles opinions 
on such supplementary financial statements; and 

(7) The accounting profession should educate financial users and preparers regarding 
these new types of financial statements. 


Unconvinced, Dein (1956, p. 63) wrote, ‘Perhaps the proper conclusion to be 
drawn is not that modification is ditficult but that modification is inappropriate 
and impossible’. 

Previts and Merino (1998) discussed Husband’s (1955) exchange with Dein 
regarding general price-level financial statements, focusing on economist Sidney 
Alexander’s views. Husband held that Alexander considered accounting reliable 
if a stable dollar were assumed; as Alexander (1950, p. 38) warned, ‘to ignore the 
world of uncertainty does not get rid of it’. 

In summary, Husband’s failure (or inability) to publish from his dissertation 
removed a major piece of accounting literature from price-level accounting 
debates; his dissertation should be a key reference for any new study of inflation’s 
effect on accounting. 


The Entity Approach vs the Proprietary Approach 

Husband’s participation in the entity (where management is the dominant group) 
versus proprietary debate constitutes perhaps his greatest long-term impact on 
the accounting profession. The key difference between the approaches relates to 
the needs of the business owner (prceprietor) versus those of the entity. Husband 
favoured the proprietary approach, differing here from his mentor, Paton, and 
Paton’s frequent co-author, A.C. Littleton. Paton and Littleton’s (1940) entity 
approach envisioned the business enterprise as an institution separate and distinct 
from the parties that funded it (p. 8). Their view of the topic in 1940 mirrored 
Paton’s (1922) classic book, Accounting Theory, as in this passage: 


This is not a matter of tweedlzdum and tweedledee. The commonly accepted conceptions 
of the operating accountants advanced by the proponents of proprietary accounting have 
tended to shut the door to all discriminating analysis of the income sheet. As a result, the 
average income sheet is a hodge-podge of illogical, non-illuminating classifications. The 
importance of revision of accounting theory at this point is acute. The income sheet 
of the large corporation, certainly, is not an adjunct of any single interest or equity in the 
balance sheet, to be defined in terms of that interest; and any attempt to view it so results 
in distortion of so serious a character as largely to destroy the utility of the statement. 
(pp. 52-3) 


Like accounting theorist Henry Rand Hatfield (1927, pp. 171, 221), Husband held 
the proprietary approach to be ‘acceptable for accounting purposes’ (1950, p. 37). 
His article (1938, p. 243) argued that: 
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Consistent with the entity theory, it is usually contended that the income of a corporation 
does not constitute income to its stockholders; yet, when this same income is credited to 
surplus, it is added to the stockholders’ interest as portrayed by the capital-stock account 
to secure the stockholders’ total equity. But how can that which is not the stockhoiders’ 
equity as income justly become the stockholders’ equity as surplus? ... What magic 
betwixt income and surplus is the cause of such transformation? It would appear that if 
the income of the corporation is not the income of the stockholder, the resulting surplus 
is the equity of the corporate entity and not of the stockholders. 


Husband (1938, p. 243) felt that reality called for the income of a corporation 
to belong to the stockholders. He concluded: ‘The theoretical approach to the 
accounting problems of the corporation should be the same as the theoretical 
approach to the accounting problems of the sole-proprietorship and the partner- 
ship; the entity concept need cause no variation in theory’ (p. 253). 

Husband saw the proprietorship approach as a free-enterprise issue. He com- 
mented in a July 1950 Journal of Accountancy editorial on Monsanto Chemical’s 
1949 income data, which were grouped into three sections: income, expenses and 
distribution (p. A-16). Husband was concerned ‘that the free enterprise method of 
conducting business is currently being endangered, and ... that accounting reports 
should be so presented that they will serve an educational purpose in telling the 
story of free-enterprise accomplishments’ (p. A-16). Although still applicable in a 
capitalistic society, Husband’s concluding rhetorical flourish seemed to reflect the 
Cold War era: 


The amount paid to employees or accrued because of their services is an expense and 
should be included in that grouping. Only under a quasi-socialistic interpretation of the 
corporation can it justly be said to be a ‘distribution’. In voicing praise for the Monsanto 
statement, the Journal lends strength, probably unconsciously, to those who are attacking 
the free-enterprise system. (p. A-18) 


Husband (1954) could become emotional on the topic of the proprietary view- 
point in his defense of free enterprise: 


From the point of view of economics, however, the core principals in free enterprise 
activity are the individual entrepreneurs who use the various forms of business organization 
for personal ends. It is they who keep free enterprise society on its feet by assuming 
the ultimate responsibility for business conduct ... The primary goal of accounting is the 
measurement of profit. By so doing it indicates the efficiency with which the respective free 
enterprise endeavors function and provides the best possible base for estimating prospective 
future profits. (pp. 553-4) 


Husband (1954, p. 552) argues that the mere fact that a corporation is a legal 
entity, while of supporting significance, is neither controlling nor material, noting, 
‘The entity of experience rather than the legal entity is the factor which unifies 
the accounting treatment accorded the sole proprietorship, the partnership, the 
corporation and parent-subsidiary relationships’. He adds that many accountants 
wrongly assume that states granting corporations privileged relationships estab- 
lish corporations as separate legal entities, when investors actually provide the 
corporation’s basic funds to derive these privileges. 

The primary goal of accounting, said Husband, is measuring profit. Since the focus 
of the entrepreneurial function rests in individuals rather than in an impersonal 
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business entity, accounting theory would relate more to economic reality if it 
deemed the corporation an agency organization. This would eliminate many 
problems and make the accounting more realistic (1954, p. 554). ‘Natural persons 
are both the ends and means of the free enterprise system. The entrepreneur, too, 
is a natural person. It is he who bears the ultimate risk and responsibility of 
business activities. His goal is profit.” Since shareholders occupy the position of 
entrepreneurs, accounting should serve their purposes and relate to their viewpoint 
(p. 563). 

Husband (1938, p. 242) states that a corporation is not fundamentally an 
economic or an accounting entity. For accounting purposes, it should be viewed as 
a group of individuals associeted for the purpose of business enterprise, so organized 
that representatives conduct its affairs. This is evident in many court cases. The 
law has frequently gone behind the corporate fiction to prescribe penalties for 
corporate officers in addition to the corporation. Thus, accounting theory would 
be more realistic if it accepted that a corporation is an association of flesh- 
and-blood persons who reap the benefits of special privileges because they have 
complied with certain legal requirements. 

Accounting principles are not entirely consistent with either the entity or repre- 
sentative viewpoints, and accountants often shift to the representative theory at 
their convenience. Husband shows that using the entity and proprietary theory can 
affect the computing of book value, treatment of a holding company’s investment 
in a subsidiary, and accounting for the nature of the stock dividend (1938, p. 252). 
He concludes: ‘While the statutes of many of our states do not afford satisfactory 
protection to the public and the investor, -eform would seem to depend upon 
attacking the problem at its source rather than upon the application of so-called 
good accounting principles’ (p. 253). 

The entity-proprietary theory debate focuses on the firm’s financial reporting, 
existing separately from creditors and stockholders, with a central question: 
Focusing on two sources of capital, do all assets and liabilities—equity and debt— 
belong to the firm or its owner/shareholders? 

Some accounting theorists support the proprietary theory because owners (pro- 
prietors) benefit from the successes of a business and suffer the consequences of 
failure. Hendriksen (1982, p. 453) nctes that the proprietary theory has propri- 
etors or owners at the centre cf activity because they are assumed to own the net 
assets and are responsible for all obligations. Since revenues are proprietorship 
increases and expenses are decreases, net income accrues directly to the owners, 
representing increases in proprietors’ wealth. As a wealth concept, the proprietorship 
is considered as the net value of the business to the owners. 

Others advocate the entity concept because the corporation is distinct, having 
responsibility to its stockholders and responsibility for the debt it incurs. Horngren 
(1957, p. 379) argues that the accounting process focuses on the corporation 
rather than on individual stockholders or creditors. Paton and Littleton (1940, 
p. 8) change the basic repcrting perspective from the proprietorship to the 
particular economic unit, distinct from the parties furnishing capital. Goldberg 
(1965) claims this logic chiefly led to the entizy theory. 
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Lorig (1964) showed that, largely because of Paton and Littleton’s works, 
accounting textbooks shifted from the proprietorship to the entity theory, noting 
that Paton and Littleton’s focus on the entity theory helps investors better track 
management’s accomplishments (revenues) and efforts (expenses). Thus, the focus 
changed from the income statement to the balance sheet (which connected various 
periods’ income statements), especially its concentration on costs and revenues. He 
also credits Husband with deeply influencing the theory of the autonomous entity 
and partnerships that lacked the characteristics of legal entities. 

In summary, many arguments exist for the superiority of the proprietary theory, 
especially in separately reporting on the owners’ and the entity’s activities and 
considering both liabilities and owners’ equity as net sources of assets. For example, 
SFAC 6 stresses that assets, liabilities and equities comprise the balance sheet, 
with assets providing future economic benefits and liabilities and equities provid- 
ing the resources (capital) to acquire assets. Modigliani and Miller (1958) also find 
that enterprises have identical long-term costs of capital—whether funded by debt 
or equity—since individual shareholders adapt their personal blends of risk into 
their total risk positions. The AICPA’s (1994) Jenkins Committee Report stresses 
that improving business reporting should emphasize investor and creditor user- 
needs analyses, focusing on cost-benefit measurement and disclosure issues that 
also affect the shareholders, society and the economy. These authoritative pro- 
nouncements support Husband’s combining of the entity and its beneficiaries. 


Ricchiute’s Major Study of Entry Proprietary 

Ricchiute (1979) formulated and tested eleven major issues relating to the entity- 
proprietary debate, often taking his questions from Paton’s entity theory and 
Husbands’ proprietary theory. Surveying 500 U.S. CPAs, he found that they 
strongly favored Husband’s viewpoints—that is, the proprietary theory—including 
specifically endorsing authoritative requirements to: 


1. Record (rather than ignore) pension-related activities in accounts maintaining 
pension plans; 

2. Report (rather than not report) earnings per share in external financial ‘statements; 

3. Report income tax payments as expenses in determining net income (rather 
than as distributions of net income); 

4. Record the surviving company in the combination of two companies as a 
purchase (rather than as a pooling) transaction; 

5. Combine (rather than not combine) the operations of one company that 
maintains continuous control of another company; 

6. Consolidate (rather than ignore) an investor company that acquires 25 per cent 
of another company and can exercise significant control over it; 

7. Allocate the proceeds to debt and equity (rather than only to equity) of 

acquired convertible debt securities that have detachable purchase warrants; 

. Not treat (rather than treat) stock dividends at par as income to these recipients; 

9. Use (rather than not use) special financial accounting standards for develop- 
ment stage entities; 


go 
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10. Allow (rather than not allow) quasi-reorganizations of entities with significant 
retained earnings deficits and significant overstated assets; and 
11. Report inventory at current values (rather than at the lower of cost or market). 


Ricchiute (1979, p. 72) thus identified the proprietary theory as the predom- 
inant viewpoint of CPAs, a fact that the accounting community should consider 
in establishing a point of view from which to cast authoritative accounting pro- 
nouncements. Basing authoritative pronouncements upon the proprietary approach 
would result in accounting and reporting policy that is consistent with the predom- 
inant viewpoint of CPAs. Promoting consistency in viewpoint could be beneficial 
in light of the incongruence apparent between authoritative accounting bodies 
and CPAs on some controversial accounting and reporting issues. CPAs generally 
favour the proprietary approach, which also forms the bases for most recent 
authoritative financial accounting pronouncements. 


Husband’s Influence: Proprietor Approach 
Husband’s viewpoint has been long-lived among supporters of his approach and 
those opposing it. Sprouse (1957), then a faculty member at the University of 
California-Berkeley and Harvard and later a long-time Financial Accounting 
Standards Board member, cites Husband’s (1954) view that a stock dividend is 
not income to the stockholder and compares Husband’s view to the opposite 
view of Paton and Littleton. He also cites (p. 376) Husband’s (1954b) view that a 
dividend on preferred stock is a cost to the common stockholders. 

Zeff (1961) considered Husband’s 1938 and 1954 efforts on the proprietary 
approach to be thought-provoking (p. 184): 


Husband’s advocacy of the primacy to accountants of the interest of the residual equity- 
holders—a proposition that demands cereful attention—is not affected by the defeat of 
his ‘bill of inconsistencies’. In order to accept as valid Husband’s emphasis for accounting 
purposes in the interests of residual equity-holders, one need not embrace the view that 
‘they own all the business assets and owe all the business liabilities’. (p. 184) 


Lorig (1964, p. 564) noted that in 1938 Husband, although favouring the proprietary 
approach, recognized that accounting would also be complete with the entity 
approach. He also noted (pp. 565-6) Husband’s 1954 response to the dilemma of 
attempting to determine the profits of individual common stockholders of a cor- 
poration, which Husband dismissed by stating that the new stockholders always 
step in the shoes of the original stockholders. 

Deinzer (1965, p. iv) dedicated his book to such pioneer teachers of theory 
in accounting as Husband, Paton, Littleton, Kohler and Scott. Like Lorig, he 
focused on Husband’s opinion that accounting would be complete if using either 
the proprietorship or entity approach (p. 88). He then asked whether ‘one would 
ask whether one body of theory would be more realistic than the other or more 
effective in guiding operations to yield data that would test the theory’. Husband 
had no doubt about which method was superior. 

Goldberg (1965) cited Husband (1954b) in establishing the premise that neither 
the proprietary theory nor entity theory ‘has proved completely satisfactory, and 
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accounting literature in recent years contains several instances of attempts to 
refine each of them’ (p. 107). Goldberg then presented his solution, ‘the commander 
theory’ (pp. 162-7), which holds that the entity’s management and stockholders 
have equally important goals. 

Hendriksen (1982) noted Husband’s (1954b) view that in the proprietary theory 
corporate income is the property of the corporation (p. 456) and that ‘it is inter- 
preted as a distribution of undivided retained earnings by an allocation to the 
stockholders’ permanent equity’ (p. 480). 

Devine (1980), a theorist, agreed with Husband’s 1954b view on accounting for 
a common stock dividend that helps to support the entity theory: 


We speculate for a moment about equity holders that Jose as the result of dividends. Is 
it passible, for one class of equity holder to gain an interest without other equity holders 
losing? Again Husband seemed to be on the right track. If retained earnings is the entity’s 
interest in itself, and if the entity is separate from its equity holders, then the transfer of 
some part of the entity’s own slice to some specific equity group could be done without 
reducing the equity interest of other equity groups. (Vol. 4, p. 94) 


Previts and Merino (1998) wrote: 


George R. Husband (1954) used an agency framework to develop a residual equity 
theory that justified continued focus on calculation of income to stockholders. But he did 
so by raising the disquieting suggestion that accountants admit that accounting income 
was simply what accountants decided to measure. Accountants, he suggested, should 
simply state that they provide ‘a measure of realized or extractable [an approximately 
extractable] income’ by stockholders [Husband, 1955, p. 393]. (p. 317). 


Previts and Merino found that Husband and other accountants stress that over- 
focusing on accounting for stockholders too often ignores the views of creditors, 
suppliers, employees and others associated with the business entity. 


SERVICE TO THE ACCOUNTING COMMUNITY 


Husband’s long tenure as WSU’s Accounting Department Chair (1938-58) is 
noted above. He was also active in such professional organizations as Phi Beta 
Kappa and Beta Gamma (Sigma). He served as AAA Vice President in 1946 and 
on the AAA’s (1952) Committee on Concepts and Standards Underlying Corporate 
Financial Statements, which revised the 1948 version of the “Tentative Statement 
of Accounting Principles Affecting Corporate Reports’ (AAA, undated, p. 12). 
Husband made substantial contributions to the work before withdrawing due to 
other obligations (p. 12). Later, the AAA recognized his many contributions and 
elected him president for 1952, where he oversaw the completion of the work of 
the Committee on Auditing Education (AAA, 1954). He also served on the 
Nominations Board for the Accounting Hall of Fame at Ohio State University 
(Who Was Who in America). 

He authored or co-authored three textbooks: Principles of Accounting (1935), 
Introductory Accounting (1949) and, in advanced accounting, Accounting— 
Administrative and Financial (1960). He also contributed to The Accounting 
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Review, the Quarterly Review of Commerce, the Accounting Forum, the Journal 
of Accountancy and the Journal of Land and Public Utility Economics. 

Gaa (1953), 1952 AAA Secretary-Treasurer of the AAA, summarized Hus- 
band’s achievements as AAA President, recording: 


President Husband, in his report on Association Activities, discussed the work of the 
Association committee and subcommittees, the grant from the Merrill Foundation, 
a grant from the Stans Foundation, the Sixtk International Congress in London, and 
cooperation by the Association with other organizations. Special subcommittees appointed 
this year in addition to the committees listed in the convention program and The Accounting 
Review are reorganization of committez structure of the Association, regional meetings, 
awards, student prize essay cortest ... (p. 110) 


Husband’s (1953) report of his AAA presidency included that the Controllers 
Institute established a panel to serve in an advisory capacity for the AAA’s 
research study on the determination of the effects changing price levels have on 
accounting data (p. 268). AAA memters were appointed to the Joint Commission 
on Standards of Experience for CPAs and to the Professional Council on Federal 
Financial Administration ... Husband and D.R. Scott participated in the program 
of the Sixth International Congress on Accounting in London. Husband announced 
that the AAA Director of Research, Ralph C. Jones, was conducting a price level 
accounting study with a $15,000 grant from the Merrill Foundation (pp. 268-9). 

Husband’s (1953, p. 72) Report as AAA President stated that he led several 
AAA committees, and that the Association achieved ‘reasonable success’ in each 
of its endeavors. Believing strongly in the importance of education and training 
programs, Husband held the Committee on Internship Development close to his heart. 
The Committee during his year as president worked to (a) expand and improve the 
opportunities for internship training in the industry, (b) acquaint and interest schools 
in the benefits of internship training and (c) improve the quality of internship training. 

World War II helped drive his belief in the importance of training and appren- 
ticeships. Husband (1947a, p. 124) claims that many entering into public account- 
ing had served several years in the army and received little training in the field 
before going into the service. He insisted on the importance of a refresher or 
training program to allow accountants to get the training and experience necessary 
for a successful career. 

A proponent of self- and formal training, Husband (1947a, p. 130) sums up the 
benefits of professional training: ‘anything which raises the level of performance 
in the individual firms will contribute to increasing the stature of the profession. 
This potential benefit should not be the least attractive consideration.’ As 
president, Husband (1953) stressed the AAA’s importance and its contribution to 
the expanding accounting profession. He professed the need for integrating the 
works of active AAA members in the field of education into the profession and 
the profession’s progress. He believed that ‘the Association represents a vehicle 
through the medium of which accounting ed-icators can express themselves, can 
make contributions to accounting progress, and can secure a high degree of 
professional integration’ (1953, p. 267). 
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Husband’s former colleague, Rufus Wixon, recalled that the AAA awarded 
Husband a life membership for writing the best manuscript dealing with the 
AAA’s Statement on Accounting Principles. Although the AAA at first decided 
to renege on its offer because of the small number of entrants, Husband ould not 
accept this decision and later it declared him the winner. Years later the AAA 
recognized his many contributions and elected him its president. 


TEACHING 


The following anecdote concerns the Detroit office of a prestigious azcounting 
firm of the late 1940s. Each year the firm sought superior students from each of 
the nearby universities. A senior partner asked Husband to send his tap student 
to start at the firm. 

Husband selected an outstanding young man. One problem arose—the student 
was Jewish. The partner expressed his great disappointment in Husband’s selec- 
tion and asked him to recommend another student. Husband responded that if 
the only reason the young man was rejected was his religion, he would never 
again recommend another WSU student to that firm. Shortly thereafter, the 
partner extended an offer to the young man, who became a highly prod:ctive and 
integral member of the firm. 

Husband held interesting viewpoints on the differences between formal education 
and professional training programs. In a 1946 paper presented at an Account- 
ing Conference of the University of Michigan Association of CPAs. Husband 
(1947a, pp. 124-5) promoted an accounting training program similar to internships 
offered in the legal and medical fields. He argued against traditional ‘apprentice- 
ships’ in which fewer techniques were taught at a less than satisfactary degree of 
proficiency over greater periods of time than internships. The learner comes 
directly into contact with the tasks to be performed, making this process as realistic 
as possible, that is, ‘learning by doing’ (p. 126). Such internships should consist of 
on-the-job training (participating in the auditing work, self-training, attending and 
participating in meetings and preparing for the CPA examination} and formal 
training (participating in a classroom setting) (pp. 126-8). Firms skould have 
a formal evaluation process (p. 125). Proper training should result in more 
knowledgeable and experienced accountants, thus enhancing the profession’s 
status (p. 130). The writers believe Husband would be pleased at the programs in 
place at most firms today. 

Husband (1958) did not always have his heart set on being a teacher. A friend 
persuaded him to try it, Husband recalled, but ‘I had not the least intention of 
doing so, for there was no type of man for which I keld such little respect as the 
type of man who spent his time trying to teach others to do things which he 
probably could not do himself’. Yet time would reverse his evaluation of 
teaching. He adds that, ‘I came to realize that need for creative activity is one of 
the strongest compulsions in my nature, and that college teaching offered broad 
opportunities for its expression’ (p. 1). He speaks about how a teacher inspires 
and develops young lives, while also helping to set basic life foundations for 
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students. As he puts it, ‘teaching provides the opportunity to express one-self 
through others’. 
Husband (1947b, pp. 411-12) elaborated on his views on teaching. The teacher: 


should have a keen desire to contribute to his students’ further accomplishments through 
the medium of his teaching, and be motivated in large part by the view that their success 
will represent, in part, his success... The effective teacher’s accomplishments will be 
assisted by his faith in his students, by an atmosphere of expected performance, by 
the standards that he establishes, by his ability to discover the qualifications and the 
potentialities of his students, and by his ability to inspire them and to raise the level of 
their lives. 

At Harvard’s request, Husband went to the University of Istanbul in Turkey in 
1955-56 to help establish a business college (Ford Foundation, 1954, pp. 63-6). 
The writers believe that Husband felt that he helped Turkey enter the Free World 
as a country that valued business. Lecturing through a translator, he found this 
experience rewarding and the whole enterprise challenging—as noted in a letter 
to Paul Kelman: 


Just what the experience has done for me and my family is difficult to say. That it has had 
a broadening experience, I have no donbt. Perhaps that is all one can ask. Life is made 
up of experience to a considerable extent and the deeper and broader the experience is 
the deeper and broader one’s life is likely to be. 


Husband took the job in Turkey largely to learn more about its culture, but 
learned more about himself and Americans in general. In another letter to 
Kelman, he seemed a bit disturbed by his new-found realization of many foreigners’ 
perceptions of the United States. ‘Too many of our Americans, I’m afraid, come 
over here with the thought that the Turks should be just like us... That I think 
is one of the things that is wrong with our foreign dealings ... We do have a con- 
siderable tendency, however, to view everything American as being superior.’ 

In 1990, thirty-two years after Husband’s death, former Husband student and 
then colleague, Gerald Alvin, wrote tc and met with some of Husband’s students, 
colleagues and various leaders of the accounting profession who had known 
Husband. He asked the respondents to discuss how Husband affected their lives 
and the accounting profession. Alvin obtaired their permission to tape record 
the interviews and to divulge the discussions in a future journal article. In 2003, 
we sent copies of notes drawn from these interviews to about 400 WSU alumni 
who might have known Husband, asking them to comment on and supplement 
Alvin’s preliminary results. What follows here is drawn from those combined 
responses. 

Without exception, Husband’s students’ reflections showed his passion for 
teaching and sincere interest in his students’ successes. Many reflected that Husband’s 
teaching principles could be broken down into three basic positions: 


1. Ethical behaviour is of utmost importance (in fact, one former student notes 
that if you had Husband, you didn’t need an ethics class!); 

2. Teachers are empowering the future leaders of the accounting profession; and 

3. Teachers should stretch the students’ thinking to the limits. 
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In the classroom setting, Husband often singled out an individual student for 
close questioning throughout a class session. A former student noted that Husband 
would often focus his entire class attention on one student in order to draw out 
the logic and principles of a particular accounting treatment. Bringing the student 
through the entire thought process on a given accounting topic (ie., finding an 
issue, knowing why it’s an issue and forming a logical conclusion about it), 
Husband would often play devil’s advocate, taking the opposite view of whatever 
the student said. This not only helped refine the student’s knowledge of the subject, 
but also helped Husband challenge himself. 

A 2007 interview with former Husband student Cliff Bath found that Cliff and 
his close friend Carl Mitseff took Husband’s Accounting 101 course together in 
1949. Cliff attended a formal event honouring Husband, where Paton said that 
Husband should have become a CPA because many people never recognized his 
great talent, implying that Husband never received the recognition he deserved. 
At that dinner, they received many letters (including Carl’s) from important people 
who were unable to attend. Carl’s was read: “You’ve done a great job and remember 
to keep sending those fraternity treasurers’. Noting Husband’s excellent service as 
faculty adviser to the student accounting fraternity, Carl called Husband a first- 
class teacher. An active attorney at age seventy-eight with a large law firm, Carl 
never forgot the twinkle in Husband’s eyes as he taught, and Cliff called Husband 
unique and as comfortable to be with as an old shoe. 

While some remember Husband’s ability to draw things out of people without 
making them feel uncomfortable, not everyone was ecstatic about his teaching 
style. His class was not for shy or passive students, as he expected his students to 
participate actively and to learn. Some students view such a teaching style as 
challenging, while others consider it intimidating. Students either looked forward 
to or dreaded his classes, but they agreed that he was an intense individual. 
However, Husband occasionally treated students to a bit of classroom humour. 
One student recalled Husband giving the class a very difficult, surprise exam. They 
were terrified, until Husband told the class to place the date on the top of their 
papers and look at it. It was April 1. He laughed, and after a short pause, they did too. 

Operating at a very high intellectual level and wanting students to dc the same, 
Husband worked hard and expected his students to do likewise. As several of his 
former students commented, since he gave at most one ‘A’ per class, an ‘A’ from 
Husband meant something. What he taught stayed with them. AAA President 
Moonitz said that when he taught revenues and receivables he used Husband’s work 
(1942). Bill Dean, WSU Controller and Husband student, remarked that Husband’s 
influence prompted him to prepare a type of financial statement for internal 
university use that showed all individual funds in columnar form, long b2fore many 
other universities adopted the generally accepted type of expenditure disclosure. 

Husband’s reputation, experience and research record could have taken him to 
virtually any school in the nation, but he decided to stay at WSU. He was proud 
to see the Department of Business become a separate division of the College of 
Liberal Arts in 1938 and participated proudly in the 1946 founding of the School 
of Business Administration. 
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George Husband is a continuing presence in important accounting literature. His 
public and professional service contributec significantly to the reorganization of 
the profession. His teaching has been a benchmark for others who knew him. His 
works have had a major impact upon accounting thought, especially in the areas 
of price level and in the accounting proprietary—entity theory debate, where many 
current ideas rely on—directly or indirectly—-Husbands’ thoughts. For example, 
Husband (1954b, p. 563) claimed that the proprietor approach was best geared for 
a free enterprise society. He viewed entrepreneurs as natural persons who, in 
turn, are both the ends and means of the free enterprise system. The entrepreneur 
bears the ultimate risk and responsibility. Ir a corporation, since the stockholders 
occupy the position of entrepreneurs, accounting is best adjusted when conducted 
in accordance with their purposes and related to their viewpoint. 

Husband’s works led to further development in the price-level arena, particularly 
its use as a foundation for going beyond historical financial statements; this devel- 
opment eventually led to much of today’s use of entry and exit value financial 
statements, as well as to analysing critically how the LIFO method of inventory 
valuation often violates the matching principle of accounting. 

Husband often sought to educate others about flaws in current accounting 
principles. For example, his (1942b) critique of the revised (1941) statement of 
‘Accounting Principles’ alerted the leadership of the AAA’s Executive Committee 
to some broad, theoretical accounting problems. He sought to ‘point out and 
emphasize inconsistencies in the principles and to consider the use of terms that 
may be misleading when used in connection with the task that historical accounting 
is designed to accomplish’ (p. 283). He stressed that in order to present informa- 
tion more fairly and clearly, accountants departing from historical accounting risk 
deviating from the underlying facts and the presentation of truth. 

Husband’s (1950, pp. 1-2) dissertation argues that to appreciate accounting and 
other fields more fully, we should view them. within their boundaries. He defined 
accounting as a body of principles and methods that help to guide in the record- 
ing, analysis and presentation of the value effects of economic action upon an 
individual business entity. He notes that misunderstandings often arise from not 
delimiting a field or endeavour properly, and many accounting controversies can 
be traced to such causes. 

Husband’s influence persists in the accounting literature. At the 10th World 
Congress of Accounting Histcrians in August 2004 participant Robert Colson 
noted that when Professor Emeritus William A. Paton was asked who was the 
best researcher that the University of Michigan had graduated, he answered 
‘George R. Husband’ (Colson, 2004). 

Over forty years after his death, as a testament to his pedagogical excellence, 
his former students and admirers helped endow at WSU an accounting profes- 
sorship, three student scholarships awarded annually and the George R. Husband 
annual lecture series, which has drawn members of the Financial Accounting 
Standards Board and presidents of the AAA. It is, however, a sobering thought 
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that Husband might be discouraged by accounting’s present state as a reporter of 
truth. 

Husband (1954a) believed strongly in attacking imperfection to help improve 
ourselves in the long-run. According to Husband, ‘we will either find that the old 
was better than we thought, and that its imperfections were less than the imper- 
fections of proposed substitutes, or we will replace the old with the new, more 
serviceable, and less imperfect developments. In either case, we should better 
understand both ourselves and the world in which we live’ (p. 3). 
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J. J. STAUNTON 


Multiple Dimensions of Accounting in the 
Development of GAAP 


The phrase ‘accepted accounting principles’ underlying financial state- 
ments is a forerunner of today’s accounting standards. Here, it is argued 
that history shows that the term ‘principles’ is often most vague in 
debates on the development of those standards. The reasons for and 
consequences of that vague use are varied and complex. This article pro- 
vides insights not highlighted in earlier analyses of the periods reviewed. 
While debates like the rule- versus principle-based standards are set up 
as two-dimensional, the many dimensions of accounting often allow 
argument to be easily diverted. The debate/argument thus remains 
unresolved. For progress to be achieved in the establishment of accounting 
standards the many dimensions of accounting must be acknowledged 
and attempts to divert debate minimized. Those with a stake in the 
development of accounting standards need to consider the total scene of 
the related accounting. In a particular debate, dimensions under scrutiny 
must be stated, with any others in that total scene being acknowledged 
even if kept constant. 


Key words: Accounting, conventions, history, principles, rules, standards, 
thought; Chambers; Husband; Littleton; May. 


Canvassing historical literature up to the end of the 1960s reveals the range of the 
problems/debates found amongst various parties over time. It shows the many 
dimensions in which ‘accounting’ may be viewed. One of the two-dimensional-type 
debates is whether the development of accounting standards is to be ‘rule-based’ 
or ‘principle-based’.! 

Walker (1977, p. 78) concluded from his analysis of various U.K.-type Companies 
Acts over time that the evidence supported a claim of disclosure rules being 
established. Certainly, the idea of rule-based standards has a long history. But 
what does history tell of so-called principle-based standards? 

More recently, Walker (2007, pp. 50-4) provided background to the use of the 
term ‘principle’ in technical discussion of accounting. He concludes (p. 54) that 
the term has indeed become a term of the art, being ‘loosely applied’ to general 
statements which 


1 Staunton (2003) explored the multi-dimensional in the context of developing conceptual frame- 


works in accounting; his doctoral thesis (Staunton, 2007) explores the issues over a longer time 
period than this article, and specifically in the context of accounting for liabilities. 
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e assist accountants when confronted with a question of what should be done in 
the compilation of reports, and 
* involve accountants’ use of professional judgment. 


Use of the ‘general statements’ is found in support of professional (rather than 
governmental) regulation. 

As regards ‘principle’, May (1943, p. 37) tells of a then (and arguably still found 
today) 


not uncommon [ploy of] the accountant wha had been unable to persuade his client 
to adapt the accounting treatment that he favored, to urge as a last resort that it was 
called for by ‘accounting principles’. Often he would have had difficulty in defining the 
‘principle’ and saying how, why, and when it became one. But the method was effective, 
especially in dealing with those (of whom there were many) who regarded accounting as 
an esoteric but well established body of learnirg and chose to bow to its authority rather 
than display their ignorance of its rules. Obviously, the word ‘principle’ was an essential 
part of the technique; ‘convention’ would have been quite ineffective. 


This anecdote extends to a range of debates found to this day in the development. 
of ‘generally accepted accounting principles’ (GAAP)—from how the body of 
knowledge is to be established through the loose terminology often used to the 
behaviour of practitioners in dealing with clients. In turn, it warns those interested 
in the development of GAAP (and the more contemporary accounting standards) 
of how easy it is in argument of one point to be diverted (or to divert those in 

` opposition) to another point. 

This article provides background to the rise of accounting being based on 
conventions, selected consequences of that basis and attempts to make accounting 
‘an esoteric but well established body of learning’. This story begins with the 
consequences for accounting of the rise of the joint stock company in England; 
next, those of its use in the United States of America are introduced; then, 
selected paradoxes requiring resolution are discussed; finally, some conclusions 
are drawn. 


THE JOINT STOCK COMPANY UNDER GENERAL REGISTRATION 


During the expansion of joint stock companies in the mid-nineteenth century in 
the Anglo-Saxon type countries,’ governance was in part to be within a context 
where publicity of the companies’ affairs was to be required in lieu of the granting 
under general registration provisions of limited liability. Financial reporting was 
' discussed during times of company promotions, related speculation and following 
corporate failure (especially when failure was unexpected). 
Debate occurred as to the potential for ‘publicity’ to expose corruption as well 
as provide investors with information selected to allow an assessment of risk and 
thus to facilitate the proper pricing of the investment. An interesting exchange 


2 Hicks (1942, p. 90) writes, ‘The great change in the English law ... was brought about by a series of 
© Company Acts (culminating in the Act of 1862), which made it easy to form Joint Stock Companies 
with Limited Liability’. 
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occurred between one William Clay and his adversary named John McCulloch. 
The former argued for the limitation of liability of banks with two provisos: 


o firstly that the capital was fully paid up, and 
e secondly, the banks’ affairs were given publicity by the periodical publication 
of their accounts. 


Clay’s proposals were ‘limited liability; paid-up capital; perfect publicity’. McCulloch 
argued the first proviso fallacious and was most contemptuous of the idea of 
control via ‘perfect publicity’? McCulloch remained a staunch opponent of limited 
liability, arguing the principle of unlimited responsibilities was the basis for a solid 
banking system. 

The proposition mooted was that the privilege of incorporation with limited 
liability demanded in return the obligation to provide publicly information on 
the state of the company and its capital. However, detailed requirements were 
lacking. This was reinforced in the Report cf the Select Committee on Assurance 
Associations, which commented in 1853: 


One of the chief securities contemplated by the Act of 1844 for the safety of the public 
is the duty imposed upon them to return annual balance sheets representing the state of 
their affairs... they are open to public inspection. But from the fact that the Act pre- 
scribed no form, and furnished the Registrar with no power to enforce a compliance with 
the spirit, or even with the letter of the law, it appears that this provision has been very 
imperfectly complied with in many cases, and in others altogether neglected; so that it 
cannot be said that it has afforded, in the majority of cases, either the information or the 
security which was intended. (Parliamentary Papers [1852-53], Vol. XXI, iti, cited in 
Hunt, 1936, p. 97, note 25. This lack of required details enforcement provisions is also 
noted by Edey, 1979, pp. 222-3) 


However, McCulloch’s view did not prevail, freeing joint-stock companies from 
the costly process of having to seek a special act or the like (Hein, 1978, p. 6) 
when raising capital for large-scale investments, thus playing a key role in the 
country’s economic advance. Any publicity was to include a balance sheet which 
was to be audited. It was argued: 


Periodical accounts, if honestly made and fairly audited, cannot fail to excite attention 

` to the real state of a concern; and by means of improved remedies, parties to mismanage- 
ment may be made more amenable for acts of iraud and illegality. (Edey and Panitpakdi, 
1978, p. 357; Edwards, 1980, p. 7) 


In this regard, the spirit of the legislation remains remarkably similar to current 
provisions. Arguably, periodical accounting reports provide improved. remedies 
against mismanagement, fraud and other illegalities. These views were incorporated 


3 McCulloch (quoted in Hunt, 1936, p. 70): ‘It astonishes us that anyone living in Londan and having 
_ ‘intercourse with practical men, should have been found to lay the least stress on the publication 
. of balance sheets, or accounts of assets and obligations. They are worse than worthless, being 
_’ eminently calculated to deceive and mislead. [To effect the plan leaves] it to the honour of the parties; 
that is by allowing each bank to report as to its own credit and solvency! It is difficult to suppose 
that Mr Clay can be serious [as] even though the parties were perfectly honest, the publication of a 
balance sheet would be good for nothing’. 
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into the Joint Stock Companies Act for 1844. The Act also introduced the phrase 
‘full and fair’ as a standard* to be met by tkose preparing the reports. 

During this (and later) periods, the publication of any information, financial 
or otherwise, was jealously guarded by management. Indeed, shareholders were 
sometimes seen as being spies for competitors. However, within this general 
atmosphere, it was argued that a duty of some financial reporting was concomitant 
with the right to form joint stock companies (Hein, 1978, pp. 241, 245). 

With several subsequent Acts and amendments, the 1900 U.K. Companies Act 
continued the pattern for subsequent legislation in the area of security regulation, 
one based arguably on a so-called philosophy of disclosure (Hawkins, 1962, p. 32). 
The approach was seen as being in contrast with the U.S.A. approach of supervision 
(Manley, 1976, p. 60). As met earlier, Walker (1977, p. 78) suggested the ‘philosophy 
of disclosure’ approach was at best an overstatement of the case. While suggested 
disclosure rules had been established, this did not evolve into a disclosure policy. 
Walker concluded from his analysis: 


The history of British companv law is hardly consistent with the claim that British gov- 
ernments espoused a ‘philosophy of disclosure’. A more plausible interpretation is that 
the legislature resisted demands for fuller corporate accountability and was sympathetic 
towards appeals for business privacy. (pp. 78-30) 


Guidance on specifics of reporting was minimal. While the balance sheet 
remained the primary statement to be reported, reasons differed between the 
U.K. and the U.S.A. In the former, the report was seen as one of management’s 
stewardship of the funds provided by shareholders. In U.S.A., the report was 
directed at bankers who provided much of the capital, emphasis being more on 
liquidity/solvency issues than those of profitability (Chatfield, 1977, p. 72). 

Certainly, disclosure rules were found uncer various Acts and related case law, 
but these guidelines still lacked underlying reasoning other than qualitative standards 
(like ‘true and correct’). What was establish2d were to be known as conventions. 
What remained unchanged was the perceived need by managers for secrecy sur- 
rounding financial affairs (Previts and Merino, 1998, p. 117). 

While in previous times periodic calculations of a firm’s profit were of little 
interest to owners who were closely concerned with the firm’s operations (Yamey, 
1979, p. 231), introduced into accounting thought was the economic notion of 


t Of this standard, West (2003, p. 4) comments: ‘However, a general qualitative standard does not of 


itself ensure the serviceability of financial reports. That outcome can only be achieved when the 
technical practices required to be applied to satisfy tae standard have been specified and enforced 
and professional acumen is evident’. 


Yamey (1979, pp. 233-4) writes: ‘The calculation of periodic profits was subordinated to the need 
to have complete information in the ledger, even where this involved an obvious over-statement of 
profits and of the “value” of the asset in question . . . The profit-and-loss account in early accounting 
seems to have been the rag-bag into which unwanted eccount balances were cleared, either at regular 
intervals or irregularly at the whim of the accountant, or when particular accounts or the ledger 
itself was full. The clearing process relieved the ledger of many accounts, the contents or balances of 
which were no longer of administrative interest to the accountant or owner. This left the accounts 
of assets and liabilities in the ledger, since these were necessary for administration and control.’ 
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‘capital’ assets and a related distinction between capital and income.® Con- 
sequences followed for the calculation of income (Littleton, 1933, p. 213), accounting 
problems arising as particular statutes would not define ‘income’. A series of legal 
court decisions were required to resolve these problems—a series of conventions 
emerged. 

In his review of the development of accounting conventions in company reporting, 
Yamey (1979, p. 231) concluded, ‘Much less interest has been shown in the 
principles, conventions or practices underlying the preparation of accounting 
statements of profits and financial condition presented to shareholders’. He 
suggests (p. 234) this occurred within a context of the calculation of profit which 
was, at that time, simply an element of the balance sheet (among capital, assets 
and liabilities). Indeed, he argues that calculation dominated the accounting scene 
even though, in the U.K. and elsewhere, the publication of a profit and loss 
statement would not be made compulsory for some time. The conventiors were to 
meet two requirements: (a) delimit profit to that available as dividends to share- 
holders, and (b) provide an index for shareholders of the profitability of continuing 
entities (Yamey, 1979, p. 239). 

The conventions covered both profit and asset issues, with little consideration 
of liabilities. The liquidity of a company was linked to changes in the net current 
assets of the firm, such changes being only included in the profit calculation if 
realized by actual sales. Similar arguments were used to exclude changes in the 
value of fixed assets. Another convention was to exclude any unusual, non-current 
or irregular items from the profit calculation which might distort the index of per- 
formance and so misinform shareholders.’ As regards assets, the reporting of the 
going concern value of fixed assets and the use of the lower of cost or market value 
in reporting inventory provided illustrations (Yamey, 1979, pp. 235-6). These 
conventions would provide those who prepared the reports with wide discretion.’ 

Management’s actions were in part conditioned by a belief that caveat emptor 
applied in commercial transactions and that information about the affairs of 
industrial corporations, being essentially private relationships, was no business of 
stockholders, investors and consumers, let alone workers. They had no right to 
expect ‘full and fair’ disclosure of corporate affairs. Drawing on the quid pro quo 
for incorporation, critics, on the other hand, sought publicity of both financial and 
non-financial information to protect various groups (Hawkins, 1962, pp. 124-5). 
However, any convention was only challenged when particular problems faced in 
application required a legal case for their resolution. 


6 The distinction had already been met in the area of trust accounting where an estate was to be 
shared among life-tenants and remainder-persons. This accouncing required a distinction between 
corpus and income. This is of course a diversion in argument here. 


An illustration here was the treatment afforded preliminary formation costs of the company. 


Some management groups were reported to being not averse to varying the maintenance expenditure 
and depreciation charges to the income calculation in times of good or bad current earnings (Littleton, 
1933, p. 234). i 
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However, the scene changed dramatically with the rise of the holding company 
in U.S.A. 


INVESTGRS IN THE CONGLOMERATES 


The laissez-faire policies in U.S.A. during 1834-96, as summarized by Sobel (1965, 
p. 126), saw ‘greater social and economic concentrations develop than at any 
other time in the nation’s history’. Walker (1978, pp. 123-4) notes that around this 
time some U.S. states legislated to lift ‘statutory restrictions on inter-corporate 
shareholdings’—offering hope of ‘evading the anti-trust legislation’. 

Dealing with issues of economic and social discontent was considered by some 
to be beyond the scope of government. Farmers were in relative decline, workers 
in an industrial society faced growing problems and big business was expanding. 
Special interest groups were formed, some becoming quite powerful, and included 
professional accounting groups (Previts and Merino, 1998, p. 105). Some business 
groups would form pools to discourage competition and price cutting, thus 
maximizing profits. 

When pools in the railroad industry were declared illegal,’ at first a trust formula 
was used (Sobel, 1965, pp. 125-8, 177). The trust method became more potent 
after the passage in 1889 of a statute in the state of New Jersey” permitted one 
corporation to hold shares in another corporation—a practice previously considered 
grossly improper, being sanctioned only rarely by special legislation. After a 
holding corporation was established in New Jersey,“ various other companies 
were taken over by issuing shares in the holding corporation, leading to the 
establishment of a group, peràaps big enough to capture the national market.” By 
1892, large companies were publishing consolidated statements (Hein, 1978, p. 273). 

Various financiers used the corporate form of organization to create extremely 
large and formidable conglomerates (Littleton, 1933, p. 9; Sobel, 1965, pp. 128-9; 


Walker (1978, p. 122, footnote omitted): ‘The railroad industry was at times fiercely competitive— 
with corporations striving to defect competition and subsequently maintain a monopolistic situation. 
Attempts at exploitation in these situations were responded to by state regulatory action—and 
later in 1887 by the passage of the federal Interstate Commerce Act.’ 


Walker (1978, p. 124, footnote omitted) writes: ‘Regardless of whether the new Jersey enactments 
were a calculated stand against “the hysteria of the times”, a sophisticated attempt to aid business 
interests or simply a crude effort to garner the revenues obtainable from corporate registrations, the 
extension of corporate powers in this direction offered hope of evading the anti-trust legislation’. 


May (1936, p. 40), writing in 1926, referred to ‘a somewhat undignified competition for new incor- 
porations’ by that state. 


Arnold (1937, p. 193) commented: ‘Laws against monopoly and restraint of trade were easily 
evaded in the fairyland where men pretended that organizations were men who owned property. 
Nothing in the Middle Ages compares for sheer fantacy with the holding company, or with modern 
security manipulation by which control of large organ-zations may be obtained without investment 
risk. Equally fantastic was the nction that a corporation had the rights of a citizen of the state 
which incorporated it.’ 


114 


© 2008 The Authors 
Journal compilation © 2008 Accounting Foundation, The University of Sydney 


ACCOUNTING DIMENSIONS AND DEVELOPMENT OF GAAP 


Previts and Merino, 1998, pp. 107-8). The work of people such as Poor, Moody 
and Dun sought to provide stakeholders in general, and shareholders in particular, 
with data on those organizations (Sobel, 1965, pp. 131-2, 175-7). However, 
whether the set of conventions underlying that data was known to all parties was 
questionable. Further, questions to arise included which party was to develop 
that set. 

To some in business (like the financier J. P. Morgan), ‘character’ and like qualities 
would provide answers. While being questioned under a government investiga- 
tion, he referred to phrases like ‘the thing to do’ and ‘it would be better’, arguing”? 
that training and heritage, when based on trust and honour, led to people like him 
being best equipped to run the nation’s financial affairs (Sobel, 1965, p. 199; Jackson, 
1984). 

Some in the now established accounting profession followed a similar line of 
reasoning. May (1936, p. 12) saw any problems being resolved by personal qualities 
as ‘the accountant must be a man of high character’. Further reference (pp. 15, 23) 
is made to the ‘high-minded accountant’. The idea that training and heritage 
produced people who could and would exercise necessary control based on trust 
was to be raised in debates on the control of the securities market and the related 
development of accounting principles.” 

Well before the Great Crash, the Great Depression and the New Deal (which 
included the ‘Truth in Securities’ legislation), major questioning of the publicly 
provided information about corporations had occurred. Ripley (1926, pp. 167-70) 
sought improved financial information about corporate affairs for a variety of 
reasons: 


it was part of the publicity which was a ‘governor’ of big business, 
employees needed it for bargaining purposes, 

investor advisors required it, and 

it was necessary for an effective and efficient market in securities.’ 


He complained, 


How ridiculous that public partners in this enterprise, consulting banking experts, should 
have to be advised that such an official income account ‘does not by any means give a 


3 In one exchange, Untermeyer, chief counsel for the Committee, suggested to Morgan ‘that profit 
was the mainspring of his system’. 
‘“No, sir,” Morgan objected emphatically. “The first thing is character 
(Untermeyer asked] ‘Before money or property?’ 
[JP replied] ‘Before money or anything else’ (Sobel, 1968, p. 325; Jackson, 1984, p. 307). 


339 


14 May (1937, p. 15) continued to comment on issues like etiquette influencing formal accounting 
matters, referring to his ‘being retained as a consultant by the body which, thanks very largely to 
the efforts of my good friend, Mr Hoxsey, has come to be recognized as unquestionably the greatest 
non-professional authority on the etiquette of financial accounting, the New York Stock Exchange’. 


15 Grady (1962, p. 57) suggested a fundamental change in the 1930s by NYSE in its attitude toward 
listed companies was undoubtedly partly a result of Ripley’s argument dealing with publicity in 
corporation accounts. 
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clear picture of the annual earning power’ or that ‘the balance sheet by no means 
discloses the true value of a company’s fixed assets’. It approaches public scandal that 
corporations of such importance should thus play fast and loose, not only with the public, 
but with those whose capital is really invested in the business. (p. 181) 


Ripley’s main theme was the need for better information to be included in 
accounting reports, as seen in his various laments which included: ‘To the uninitiated, 
as we shall soon see in detail, they may tell too much that is not so, or too little of 
what they ought to tell’ (1926, p. 164); ‘Stockholders are entitled to adequate 
information, and the state and the public have a right to the same privilege’ (p. 165). 
His ‘detail’ (p. 171) included a case in which a loss of $421,000 was presented in 
the financial reports, by a feat of accounting legerdemain, as a profit of $459,000. 
This figure compared favourably with the trend of profits for the corporation 
for the previous two years. He commented (p. 198): ‘All these, moreover, are 
certified to by a highly reputable firm of accountants. Being only an economist, 
I confess utter inability to unravel it.’ 

In his writings, Ripley (1926) continually stressed the artificial nature of the 
corporate form of organization from which accounting reports were sought. He 
argued that while, for purposes of reasoning and analysis, a corporation could 
be seen as completely distinguishable from its members, this way of thinking led 
to various abuses of power, including the lack of quality information on those 
organizations. 

In discussing the quality of information needed, his 1926 work reintroduced an 
analogy hotly debated over time. Noone (1910, p. 241) and Bentley (1911, p. 50) 
had claimed a balance sheet as a snapshot or picture of financial condition.’ 
Ripley (1926, p. 171) too claimed that the balance sheet, in disclosing the con- 
dition of the company at a point in time, provided an instantaneous photograph 
of that condition.” The income account showed the course of affairs over a period 
of time and both were essential for a complete accountability. 

Rather surprisingly, given his later acceptance of the ‘art’ of conventional 
accounting rather than the ‘scientific’ approach of (say) a Chambers,’ Littleton 
(1933, p. 161) also then used a photographic film analogy for movements over 
time. (Here it is of a toboggan on a slide.) However, he does suggest that a 
‘cutting and editing and reassembly’ is required—more along the line of argument 
of May (1936, pp. 49ff.), who was certainly at odds with such a description of a 
balance sheet. Instead he argued that the general public must understand that a 


These references were found via Chambers (1995). Perhaps rather surprisingly, Garnsey (1928, 
pp. 36-7) used the same analogy. 


7 Merino and Coe (1978, p. 66): ‘The profession had been genuinely shocked, if not horrified, by 
Ripley’s assertion in the twenties that the “balance sheet is an instantaneous photograph of 
the condition of a company”’. Rather it was suggested that the use of opinion and judgment 
(Montgomery, 1927, p. 253) made the claim absurd. 


18 In the 1950s, a spirited debate occurred between Littleton (1956) and Chambers (1957) on this 
matter. Further discussion is found in Staunton (1975, p. 111; 1982, pp. 10-11) and the Chambers 
Collection (USA P202, Box 24, #8371). For information on the latter, see Dean et al. (2006). 
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balance sheet should be viewed as an instantaneous picture only in part, as some 
parts were historical and others purely conventional. 

Ripley would have no part of such views, especially the ‘limitations of accounts’ 
mantra. Instead, he maintained that it was ridiculous for non-accountants to be 
advised that an official income account did not at all provide a ‘clear picture’ of 
annual earnings nor did the balance sheet disclose the ‘true value’ of the non- 
current assets of the corporation. He criticized, 


e accumulation of undisclosed resources in secret reserves, 

* overloading of operating expenses with contingencies which had an offsetting 
effect on either assets or liabilities, 

manipulation of depreciation, 

manipulation of the monetary amounts of inventory, 

manipulation of goodwill, and 

other conservative reporting practices. 


These criticisms appear in Berle and Means’ (1932) classic. And to some, these 
1920s criticisms would seem rather modern (Briloff, 1972, 1976, 1982; Chambers, 
1973; Clarke et al., 1997, 2003; Clarke and Dean, 2007). 

Debate continued that a position statement differed from the phrase used in 
conventional accounting—the balance sheet. May (1943, p. 14), was of course 
aware of the difference.” His preferences led to a conventional accounting balance 
sheet. Even at that time, debates and related tensions continued as Fitch (1923, 
pp. 1-2) and Bennett (1928, p. 428) argued instead for a financial position statement. 
This resonates with the switching of ‘balance sheet’ and ‘position’ phrases in the 
1990s and the new millennium. 

As did business in general, the accounting profession (represented by the 
American Institute of Accountants) objected to any proposals for federal govern- 
ment intervention (Previts and Merino, 1998, pp. 186-7). Its committee to deal 
with federal legislation included May, now senior partner of Price Waterhouse 
(Hunt, 1936, pp. v-vi; Chatov, 1975, pp. 49-50). He later assumed a role of 
consultant/advisor/link between the profession and other bodies like the NYSE. 
May was instrumental in establishing conventional accounting, becoming a key 
spokesperson for the practitioner wing of the profession. He proposed the uni- 
versal adoption of what he perceived as disclosure standards as set forth in con- 
temporary U.K. Companies Acts. Then members of the AIA would be able to 
render a higher service to the community. However, he did not want this through 


© May (1943, p. 14): “When concepts of income come to be considered, one will be presented which 
views income as an increase in net worth, and another, which regards it as the gain from the use of 
capital and labor. The first of these contemplates a process of enumeration and subtraction; the 
second an analytical process. 

‘In applying the first concept, income is measured from comparative balance sheets, and the 
income account merely supplements the determination by an analysis of its origin. Where the 
second concept is used, the income account discloses the amount of income, and the balance sheet 
shows what has become of it.’ 
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legislation but through cooperation with bodies like the NYSE or Investment 
Bankers Association of America. 


THE AIA-NYSE ALLIANCE 


With criticisms continuing, pressure mounted for some federal regulation. However, 
attempts were made for reform by the AIA and the NYSE (Editorial, 1930, 
p. 242; Chatov, 1975, p. 19). Of special concern was that different corporations 
could use a variety of accounting practices (May, 1943, p. 41) to reflect similar 
transactions in their reporting. Hoxsey (1930) questioned whether the conventions 
underlying accounting had kept up with changes. As a result,” the Special Com- 
mittee on Co-Operation with Stock Exchanges was appointed with May as chair 
(Zeff, 1979, pp. 208-9). A search for comparability among corporate reporting 
was prominent. 

The May Committee provided the foundat-ons on which later work on so-called 
accounting principles was based. Professional accounting bodies became involved 
in the development of what was to be termed ‘accepted accounting principles’. 
May’s Committee reported in 1932.” Its findings were: 


¢ a balance sheet is not a statement of current factual data, 

e the primacy of the income calculation is emphasized, 

e principles of accounting are interchangeable with the practices and methods 
used by accountants, 

e corporations had the right tc select detailed methods of accounting deemed by 
them to be best adapted to the requirements of their business with the proviso 
that methods of accounting included conservatism, the idea of a going concern 
and consistent use of those methods over time, and 

e an overriding theme that the public was to be educated to accept these ideas as 
well as the nature of resulting accounting reports and their limitations. 


Much trust was required from other stakeholders to be placed on the ‘professional 
status’ of the accountant. May (1936, p. 115) was able to claim, 


Most investors realize today that balance sheets and income statements are largely the 
reflection of individual judgments, and that their value is therefore to a large extent 
dependent on the competence and honesty of the persons exercising the necessary 
judgment.” 


Carey (1969, p. 38) writes, ‘Following the Hoxsey speech in 1930 the Institute also hastily created 
a special committee on accounting procedure to consider “a number of technical questions that 
had been raised” ... In the light of hindsight, it seems clear that fragmented efforts to solve difficult 
problems through different committees were doomed to failure. There was no agreement as yet on 
a basic philosophy—a conceptual framework within which each specific problem could be dealt 
with consistently.’ This is also discussed in some depth by Hawkins (1962, pp. 415-25), who con- 
cluded the action was too little, too late. Perhaps he might have added ‘uncoordinated’. 


31 The report is reproduced in various publications, including May (1943, pp. 72-85). 


This quotation too appears in various publications, including the May Committee report (May, 
1943, pp. 75-6). 
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One might easily agree with the statement if judgments were based on solid 
foundations of accounting—one derived within commercial settings. However, the 
foundations were to some made of sand. 


‘TRUTH IN SECURITIES’ LEGISLATION 


The aftermath of the Great Crash included a major economic depression 
(Galbraith, 1971; Chatov, 1975, p. 22). Attacks” on big business by various groups 
(liberals, progressives, socialists and communists) grew stronger in the chaos. 
Management had few and inadequate answers to the critics who demanded social 
and corporate reform. Protection was sought frora perceived corporate abuses not only 
for investors and consumers but also for employees and small businesspersons. 

In the 1932 campaigns, Hoover’s policies included self-regulation, but with the 
proviso that if found lacking, new legislation to prevent abuses would follow. F.D. 
Roosevelt’s (FDR) policies included the protection of the investing public by the 
requirement of ‘truth in securities’ dealings based on ‘true information’ being filed 
with government. General and vague statements were to be made clear by FDR if 
and when elected (Sobel, 1965, pp. 284—5).% FDR’s election followed in 1932. 

Earlier in 1932, a Senate Committee inquiry was set up, paradoxically by the 
Republican controlled house. Ironically, the investigation’s findings were not as 
expected. The investigation found fraud, duplicity” and other excesses (involving 
the use of holding companies among the electricity, gas and water utilities). The 
scene was set for action to reform and control by legislation. The philosophy 
based on caveat emptor with limited disclosures, used so successfully by operators 
on Wall Street in the past and which had underpinned U.K. finance during the 
nineteenth and early part of the twentieth centuries, was seriously challenged 
(Hawkins, 1962, pp. 388-95; Sobel, 1965, p. 236; Chatov, 1975, pp. 30-31). 

Ripley gave testimony but now had further and more recent abuses to support 
his 1920s argument for compulsory publicity. He argued that corporate financial 
reports for industrial concerns required legislation as found in other areas like 
railroads, a suggestion made over time (Bentley, 1912a, 1912b). Instead of the 


2 Hawkins (1962, p. 385) commented, ‘As the “new era of prosperity” became the “great depression”, 
the attack on big business and its attendant demand for greater corporate publicity was reopened 
with new vigor. The misery of the depression, and the financial chicanery revealed at the hearings 
on stock exchange practices conducted by the Senate Committee on Banking and Currency during 
1932 and 1933, led to a widespread public desire for economic and social reform; the critics knew 
what reforms were necessary and the public were again sympathetic to the critics’ proposals.’ 

* Interestingly, recourse to ‘truth’ would be relied on again in the new millennium reforms of the 

Sarbanes-Oxley Act. 


3 One finding was that a marketing person on behalf of some groups had sent cheques tc financial 
analysts and journalists of leading papers for favourable comments (Sobel, 1965, pp. 285-6). 


76 Certainly the findings from the investigations into the Kreuger & Toll case (Vallance, 1955, 
pp. 155-66; Hawkins, 1962, pp. 397-8) and the Insull case (Vallance, 1955, pp. 167-79; Hawkins, 
1962, pp. 398—400) supported the case for major reform. 
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system based on secrecy previously used, a trustee-type relationship was suggested as 
the basis for reforms with legal backing. Arguably, the link with the U.K. regulation 
was now at an apex (Hawkins, 1962, pp. 394-6, 409; Chatov, 1975, pp. 33-4). 

Issues raised regarding accounting were considered by FDR’s reformers. Their 
views were incorporated into the Securities Act of 1933 (which gave sweeping 
powers to the FTC), then later the Securities and Exchange Act of 1934 (which 
transferred those FTC powers to the new Securities and Exchange Commission) 
and the Tennessee Valley Authority Act. 

The establishment of the SEC and its effects has been the subject of numerous 
articles and books over the years. Chatov (1975) provides one of the more contro- 
versial instances. While Zeff (1976) in a review wrote of his major misgivings over 
the argument, research methods and conclusions reached, Chatov does provide 
some challenging propositions which attained credibility after several large 
unexpected corporate collapses and other financial market practices revealed in 
various investigations in the 1970s and beyond. 

In a less controversial overview, de Bedts, (1964, p. viii) found the SEC not 
anti-business but established as a social control” Tensions were certainly heightened 
by its emergence. However, as is often the case, some debates were at cross- 
purposes. The fight of the reformers against fraud and corruption was sidetracked 
into being against ‘bigness’. The attempt of the reformers to revitalize capitalism 
was sidetracked, being seen ty some as seeking its destruction (Sobel, 1965, 
pp. 298-9). 

FDR and his reformers sought to re-establish the idea that those who managed 
corporations using ‘other pecple’s money’ were to act as trustees.“ The onus of 
providing the whole truth of affairs of those corporations would be placed on that 
management. This conflicted with the caveat emptor principle underlying inter- 
relationships found on Wall Street. While in earlier times such a suggestion was 
seen as a flagrant interference of government in business, now it was accepted as 
a minimal requirement (Sobel, 1965, pp. 293-4). 

The views of those who sought legislation to protect investors were given sup- 
port by evidence and analyses in Berle and Means (1932). Berle, a former student 


27 De Bedts (1964, p. viii, emphasis added): ‘as a vital pact of the New Deal’s pragmatic experimental 


evolution, with its Progressivism more antifraud and anticorruption than antibigness. The conclu- 
sion was reached that the SEC furnished an outstanding demonstration of the New Deal’s intent 
to revitalize American capitalism rather than seek its destruction. This successfully consolidated 
agency brought about both acceptance and expansior of some of the New Deal’s most enduring 
reforms, replacing improper financial practices with standards of ethical conduct. Not only did this 
regulatory agency furnish the answer to the protection of the investor, but through the SEC the 
New Deal accomplished the necessary democratization and social control of the world of finance.’ 


2 Berle (1954, p. 169) would later recall a debate with the late Professor Dodd, of Harvard Law 
School, who argued that corporate powers were held in trust for the entire community. Berle had 
argued these powers were held in trust for shareholders. He concluded that (at least for the time 
being) Dodd’s contention had won. The essence of this debate is also discussed by Hawkins (1962, 
pp. 409-14). It continues to present times as the debates like that of whether or not philanthropic 
actions of companies are legitimate uses of corporate funds. 
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of Ripley and now a professor of law, became a member of FDR’s ‘brain trust” 
assembled to advise the President on how recovery from the depression would 
best be carried out and how a recurrence might be prevented.” 

From an analysis of the concentration of economic power in a relatively small 
number of large corporations in the period 1915-30, Berle and Means (1932, 
p. 304) had shown how the dispersion of stock ownership enabled management 
to control corporate reporting, finances and the distribution of earnings. They 
criticized the inadequacy of information given to investors and pointed out methods 
of accounting manipulation to show abnormal profits. 

In opposition to the use of legislation, May’s suggested method to overcome 
problems in the reporting was the use of capable accountants of a high degree of 
integrity. However, Berle and Means (1932, p. 310) argued, since rules of accounting 
were not yet even partially recognized, that the lack of agreement among account- 
ants was a key reason for the failure of the law to recognize accounting standards. 
Accountants lacked a unifying theory. However, they certainly saw the potential 
of accounting reports and their external audit by a professional accountant as key 
control devices. Their ‘list’? of disagreemenis (pp. 310-11) among accountants 
(which would later be described as ‘creative’ accounting practices or more recently 
‘earnings management’) certainly has a modern look. 

The reformers’ views created tensions, especially among business leaders in 
general and accountants in particular.’ As might be expected, attacks on reforming 
legislation came from various areas. Arguably, AIA was in crisis-management 
mode. It acted as a pressure group more concerned with implications for its 
members, especially those in practice, regarding 


2 Not all were impressed with the ‘brain trust’ employed by Roosevelt in the early days of the 


Depression, which was to split in all directions on doctrinal points. Arnold (1937, p. 117) com- 
mented: ‘The brain trust fell into disrepute and became a political liability rather than an asset... 
The thinking men of the country were all busy thinking and the more they thought, the more 
mixed up they became. No one could fit the social organization which he saw bzfore him into the 
organization of his dreams.’ Sobel (1965, p. 289) suggested many on Wall Street ‘feared some of 
the “bright young men” who surrounded the President’. 


2 Arguably, Berle and Means (1932) was a blueprint for the Securities Acts. The authors gave credit 
to Ripley in the preface in recognition of his pioneering work in the area (Hawkins, 1562, p. 386; 
Carey, 1969, p. 39). 

31 De Bedts (1964, pp. 46-7) comments: ‘The accumulation of the evidence of arrogant misuse of 

depositors’ funds, of blatant financial privilege for the favored few, and the complete absence of any 

regard for the fiduciary responsibility that financial leaders yet claimed as their chief distinction 
were anger-provoking material common to all. No one could attend the Pecora Investigation, nor 
could the public follow the hearings in the press, without being convinced beyond all doubt that 
financial leaders and spokesmen thought of themselves as distinct from the resi of the nation. 

Their sovereign command of finance was, quite clearly, being invaded by an unduly inquisitive and 

rather insubordinate Federal government ...The investment bankers who plzaded before Con- 

gressional committees for some amelioration of the bill’s restrictions found they had been damned 
out of the mouths of their own fellows.’ 


121 


© 2008 The Authors 
Journal compilation © 2008 Accounting Foundation, The University of Sydney 


ABACUS 


e degree of liability for negligence faced by accountants, and 
e prescription of form and content of financial statements.” 


In 1934, this liability was modified (Edwards, 1960, p. 157) and administration 
passed from the Federal Trade Commission as originally proposed to the SEC. 
However, the potential of financial statements prescribed by a government body 
continued to create tensions among most accountants.” 

The May Committee’s approach and results would meet the various threats 
faced by the profession (Carey, 1969, pp. 47-8). Practitioners spearheaded the 
attack on the SEC’s powers to develop AAP to guide reporting practices by 
corporations. The dilemma was obvious to May (1943, pp. 58-9), who would attack 
the New Deal reforms. The Securities Act to him was not the result of judicious 
inquiry and dispassionate legislative consideration. Instead, it was passed under 
the pressure of public indignation and investigations lacking in judicial quality. 
He questioned the claims of the promoters of the law, arguing representations of 
many were no better than the ones complained of. His views supported control 
via personal qualities. Others would of course disagree. De Bedts (1964, pp. 204- 
5) commented on the scene favourably. Controls were required and the New 
Deal/SEC would provide them over corporate and financial dealings. 

Interestingly, even May (1943, p. 59) saw some benefits for the profession, but 
to him at substantial costs. The law gave legal recognition to the function of the 
independent public accountant but also gave a non-expert body—the SEC—powers 
over the profession. From a pecuniary point of view, the effect on accountants 


32 Edwards (1960, p. 156) writes: ‘The passage [in 1933] of the Securities Act somewhat disturbed the 
profession both because of what the public accountants considered an unreasonable degree of 
liability imposed upon them, and because it was feared that the enormous power conferred originally 
on the Federal Trade Commission, which included the power to prescribe forms of financial 
statements, might not be wisely administered.’ 

2 This argument is consistent with Carey’s (1969, p. 45) writing of a memorandum submitted by the 
AJA when the 1934 Act was under ccnsideration by Congress. In the memorandum, objection was 
taken to the liability provisions of the proposed legislation. As well, the proposal that a quarterly 
report be certified by independent public accountants was questioned. The Institute also chal- 
lenged the power given to the SEC to prescribe uniform accounting for industry. It was pointed 
out (rather facetiously perhaps) that attempted uniformity in the accounting of public utilities and 
railroads had not resulted in more dependable financial statements in those industries. Rather, 
greater advances in accounting had occurred in unregmated companies. 


De Bedts (1964, pp. 204-5): ‘As a political achievement the SEC owed no debt to expediency. Its 
genealogy was abundantly evident. It incorporated the Progressives’ concern with moral values 
into the practical reform framework of the New Deal to produce an agency embodying most 
successfully the lasting values of both eras. In principle and in method, it had carried to a successful 
conclusion the efforts of those who. concerned with the dominant role of financial and corporate 
power, had seen their attempts of the previous three decades dismissed by an economy and a 
Congress dedicated to just such hegemony. A great market crash and its consequent revelations 
enlisted in the support of a new administration a broad public sentiment against the existence of 
separate and privileged standards of morality for the corporate and financial world.’ 
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was favourable but professional status was impaired.” To May (1943, p. 50), 
controls in accounting were io be resolved at the ‘professional’ level rather than 
as part of regulatory refcrms.”” 

May was in a position to reinforce the ideas of the NYSE-AIA self-regulatory 
approach rather than the potential SEC-uniformity approach. He argued that 
enhanced ‘professional accountant’ status (1943, p. 65) would draw into that body 
more men of high qual:ty than under regulation it was likely to attract. Once 
again the theme met was that the values of the accountant were able to cvercome 
any deficiencies in the actual accounting process or its output. That being the 
case, there was little, if any, need for regulation by the State.” 

Others were not so sure, preferring some regulation. De Bedts (1964, p. 28) 
argued that the time of reform via legislation had come. Various stakeholders had 
read and appeared to accept the lessons from investigations which found corrup- 
tion, mismanagement and lack of action from groups which might be expected to 
provide protection.” 


May (1943, p. 71) lamented: ‘If 1918 saw the authority of the accounting body in America at a 
peak, the years 1933 and 1934 saw it at a low point. It may well be that its rise was too rapid to be 
altogether healthy, and that it can now re-establish itself on a sounder basis. It cannot, hcwever, 
do so unless it can regain the professional ground of which the Securities Act of 1933 deprived it.’ 


3% May argued (1943, pp. 64~5): ‘Looking to the future, I am convinced that the grant of power to the 
Federal Trade Commission, and later to the Securities and Exchange Commission, to control the 
accounting of general bus-ness corporations whose securities are listed, was not in the public interest. 
It seems to me to have been the more unnecessary since an alternative procedure, mor2 in harmony 
with the American system of checks and balances and more likely to prove efficacious, was ready 
to hand.’ 


” May (1943, p. 50): ‘There will always remain ... questions which can be rightly decided only by 
good judgment and rega-d for business morality.’ 

38 Jn the context of professions May (1943, pp. 70-1) wrote: ‘The development of such a profession 

has a social value. Its existence, together with the high prestige and authority of the upper 

branches of the Englisk Civil Service, has made the approach to business questions much less 

legalistic in England than in America. 

‘Here, the legal profession early assumed a dominant position in the business life of the community, 
and the position thus created has tended to perpetuate itself. The fact that admission te the bar 
opens the road in so many directions naturally draws into the profession a large proportion of the 
best brains of the countzy and makes more difficult the development of an independent profession 
which might usefully take over a part of its functions. Only in comparatively recent vears have any 
considerable number of zollege graduates of more than average qualifications entered the accounting 
profession. ... Intimate contact with outstanding members of both professions here and in England 
convinces me that the habit of mind that accounting experience develops, with its emphasis on 
essentials and willingness to disregard form, is a valuable corrective to the legal mode of thought.’ 


2 De Bedts (1964, p. 28): “The nation had time to reflect on the crash of fiscal empires and the result- 
ing rubble of corrupt Ainancial foundations. It could more readily glimpse a Congress that was 
determined to sidetrack serious efforts at reform in the issuance of securities, and a national leader 
whose occasional threats of regulation of the exchanges were obviously belied by his expressed 
political philosophy and the more frequent entreaties he addressed to the perpetrators. The New 
York Stock Exchange mnirrored only too plainly the light regard in which it held political efforts at 
regulation. Its rule changes were chiefly innocuous ones and, in any event, were clearly devised 
from a viewpoint of protection for its own members rather than for the investing putlic or the 
national economic welfare.’ 
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While in favour of the extension of protection to be afforded investors, to May 
investors would be protected by professional developments rather than legal 
regulation. He would continue with familiar themes: 


e the primacy of the income account, 

e financial reports were not statements of fact and had limitations, 

e the competence and integrity of those who prepare accounts in general and of 
accountants in particular are key factors, and 

* the public was to be educated to accept these ideas. 


At best, such proposals may be seen as defensive of the position in which accountants 
and their profession found themselves. Investors were at fault, as they believed 
that financial reports dealt with factual and current data whereas the reports, and 
the related audit reports, inciuded opinions and non-current data based on con- 
ventions. It is possible to be extremely critizal of such arguments as being simply 
psychological attempts to avoid responsibility for the promotion of at best con- 
fusing and at worst outright misleading financial statements. 

The May Committee was reformulated in 1938 (Zeff, 1972, p. 134; Chatov, 
1975, pp. 133-7) as the Committee on Acccunting Procedure (CAP) in response 
to claims that officers of the SEC were generally dissatisfied with the work on 
AAP. A case of practitioner dominance anc control over accounting reports and 
underlying principles had emerged.” However, that is not to suggest that some 
(academics like Ripley then and Chambers later) did not directly or indirectly 
influence the reporting process. The Ripley argument would be labelled ‘academic’; 
that of May as ‘practitioner’. Under the latter, a series of ‘conventions’ to be 
developed by practitioners followed. Tensions remained, as found in an exchange 
between Peloubet (1935a) and Kelley (1935) as to what was a balance sheet and 
what was its role. 

Kelley (1935, p. 52) followed the view that the balance sheet was an instantaneous 
photograph of the business, although apparently thinking this analogy could be 
taken too far. While it may be dangerous to infer too much from Kelley’s reason- 
ing, the terminology used may be seen as a little ahead of its time as he strongly 
argued that ‘value’ and ‘price’ were distinct (though related) concepts.“ While 
Peloubet (1935b) questioned the logic of Kelley’s reasoning, it is interesting to 
note that Peloubet too uses terminology (e.g., past or present cost, market price 
or value) beyond that found in AAP of that time. 


A summary is provided by Chatov (1975, pp. 10-11) who writes of these times: ‘The . . . accounting 
profession, . . . the practitioners especially ... spearheaded the attack on the SEC’s powers in the 
years immediately following passage of the Securities Exchange Act of 1934. They threatened, 
cajoled, and balked the SEC over she issue of authority for developing generally accepted account- 
ing principles. Once they succeeded in obtaining it, they administered that function exclusively for 
a generation until forced to share it with other private groups in the early 1970s. They remain a 
potent force, probably holding more prestige and power than any other group in [setting] corporate 
financial standards.’ Chatov (pp. 147-52) includes a section titled ‘The Freezing Out of Academe’. 
4! Interestingly, Chambers was to use a similar distinction, hoping to avoid confusion within a decision- 
making context. Sterling argued in a similar manner. 
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However, arguably the best summary is that of MacNeal (1939/1962, p. 57). 
While sympathetic to and defensive of the profession and practitioner accountants, 
within the context of the discovery of a further scandal regarding in part the publicly 
available information of a large corporation,” he concluded: 


But so far as the public was concerned, McKesson and Robbins was no Kreuger case. The 
public had been so enchanted by the role of the match king as an international swindler, 
and so agog at all the ramifications, that it didn’t get around to placing blame. But there 
was no public enchantment about McKesson and Robbins. Coster had none of Kreuger’s 
glamor; in the public eye he was a dirty little crock who had got away with a gigantic 
swindle. This time Wall Street was not involved in the public resentment that wellec up. 
The accountants were. Millions of dollars’ worth of drugs that could be weighed and 
measured and felt, turned out to be fiction. For the first time, the great uninitiated public 
asked questions it had never asked before. What occupied the time of the public 
accountants who got fat sums for auditing? What was an audit for if it didn’t protect the 
investor? And what, for that matter, was public accounting? 


Perhaps accountants and their profession were spared. having to provide 
answers to the questions posed by MacNeal as World War II intervened and the 
times would demonstrate that the great corporations and their (primarily internal) 
accounting requirements were indispensable to the military effort. Little legislation 
of concern to those in the accounting profession followed. Indeed, the fourth SEC 
Commissioner (Frank from 1940) would argue cooperation among groups was far 
better than competition in areas like standard setting. Fortuitously, war orders 
from the U.K. and Europe would help the U.S.A. economy recover (Sabel, 
1965, pp. 308-10). 

The previously met May Committees (and their underlying themes) were 
successful in part to thwart government intervention in formulating AAP. They 
were to protect the accounting profession in general and the practitioner in 
particular, while taking a step forward in developing AAP and clarification of 
auditors’ responsibilities® via negotiations with NYSE. However, to Chatov (1975, 
p. 132) they represented the abrogating by SEC of the responsibility to determine 
AAP. To MacNeal (1939/1962, p. 69), his underlying criticisms of accounting were 
often misinterpreted—to him the observed problems of practice were intellectual, 
not moral.“ 


42 MacNeal (1939/1962, p. 57): ‘In December 1938 the fantastic manipulation ... was disclosed. The 
profession was chagrined; another large fraud had not been detected until it was too late. Account- 
ants generally were critical of Price, Waterhouse and Company, the fine old firm through whose 
fingers the criminal slipped, yet they were also sympathetic for the good reason that while every 
accountant exercises all his vigilance to discover fraud, he knows that fraud on the grand will 
always exist and not every crook can be caught. Coster was another Kreuger, they argued. It might 
have happened to any of them.’ 


4 On 21 January 1934 the Institute published a pamphlet entitled Audits of Corporate Accounts 
(Zefi, 1972, p. 125). 


MacNeal (1939/1962, p. 69): ‘The main problem is intellectual, not moral. The accounting profession 
is not corrupt ... The real difficulty lies in the sophistry, illogic and untruth of present accounting 
principles, which produce figures deceiving accountants, businessmen and the public alike.’ 
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However, as illustrated by May (1943, p. 42), the practitioner wing of the 
accounting profession, under his guidance, provided accounting with a function 
having an implicit input-oriented direction.“ Under this input-oriented process, 
the calculation of profit for a reporting period was the key issue.” This involved a 
series of steps. First, the amount of revenue for that period was recognized usually 
at the point of sale (in either a cash or credit transaction). Second, expenses for 
that period were recognized under a matching process in two ways. If an expense 
could be seen as contributing to the revenue as recognized, it was included in the 
calculation of profit. If an expense could be seen as applying to a particular 
period, it too was included in the calculation of profit. There were exceptions to 
these rules which included various mining (especially gold) and agricultural 
ventures as well as construction over a number of periods of long-term assets. 

The rules led to deferred credits and deferred debits which were to be carried 
forward on the balance sheet at the end of that period as liabilities or assets and 
affected the calculation of profit in future periods, resulting in a balance sheet 
which would present a view of the financial position only by chance. This in turn 
would allow some, including MacNeal (1939) and later Chambers (various), to 
question the idea of ‘truth’ in financial statements. 

Arguments continued on whether a balance sheet was a true statement of con- 
dition as of a specific date. Perhaps, it was argued, it produced only a half truth as 
a result of over-conservatism. It had been suggested more than a decade earlier 
that accountants be censured severely or Isgally punished for being found guilty 
of over-conservatism as they were for over- -optimism or carelessness (Bennett, 
1928, p. 428). May played a key counter part in various debates during those 
years. His influence was all pervasive until the early 1970s. 

Ideas still prevail in some groups that AAP are formulated based on yha is 
done followed by a rationale later of why it was done that way. While some in 
the academic wing of the profession were more concerned with the why, the 
practitioner wing (mainly via the May legacy) ensured that financial reporting 


4 May (1943, p. 42): ‘In the correspondence the Committee had used the words “rules,” “methods,” 


“conventions,” and “principles” interchangeably. The word “methods” was being used in the sug- 
gested form of report in another sense; the word “rules” implied the existence of a ruling body 
which did not exist; the word “convention” was regarded as not appropriate for popular use and in 
the opinion of some would not convey an adequate impression of the authority of the precepts by 
which the accounts were judged.’ 


May (1936, p. 114) could conclude: ‘Out of this necessity has grown up a body of conventions, 
based partly on theoretical and partly on practical considerations, which form the basis for the 
determination of income and the preparation of balance sheets today.” 

“ May (1936, p. 117) concluded: ‘therefore the income account is usually far more important than 
the balance sheet. In point of fact, the changes in the balance sheets from year to year are usually 
more significant than the balance sheets themselves. 

‘The development of accounting conventions has, consciously or unconsciously, been in the main 
based on an acceptance of this proposition. As < rule, the first objective has been to secure a 
proper charge or credit to the income account for the year, and in general the presumption has 
been that once this is achieved the residual amount of the expenditure or the receipt could properly 
find its place in the balance sheet at the close of the period.’ 
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became a process of cost allocation based on the matching of revenues and 
expenses to current and future periods. This was achieved via the use of ‘conven- 
tions’ which in turn led to the ‘principles’ at the theme level and the ‘principles’ at 
the rules level—conventional accounting. 


SCIENTIFIC REASONING AND THE ACADEMIC WING 


The original capture of the accounting standard setting process was not of ccurse 
without debate within the profession. Earlier debate concerned the accounting for 
the liability for bonds in which Sprague (1906, p. 294) objected to May’s (1906a) 
making a distinction in practice which seemed unfounded and unsupported by 
facts. Sprague did not argue the points at length, although May (1906b, p. 32) 
later argued ‘practical difficulties’ outweigh Sprague’s ‘logical consistency’ in 
establishing accounting principles.* 

Over the following years, tensions arose between underlying theory and applica- 
tion. Gaa (1944, p. 272) for one argued that for some years, the American 
Accounting Association, AJA and a few individuals had tried to formulate 
statements of AAP that could be generally accepted—but none had been. As 
well, both theory and application were individually beset with tensions.” To Gaa, 
a coherent and consistent system of accounting standards may be constructed only 
if it is built around the function which accounting serves. This was to be a critical 
element in systems like Chambers’ 1950s—60s CoCoA and the Conceptual Frame- 
works projects of the 1970s-to-date. 

As regards one study, the AAA’s 1941 Revision, May (1945, p. 134) was critical. 
He questioned the disclosure presentation methods, especially the use of foot- 
notes to the financial statements.” He did agree (p. 135) with the earlier 1936 
Statement’s claim that accounting is a process of allocation, not of valuation, but 


48 May (1906a, p. 32) replied: ‘as regards his broader contention that absolutely no distinction should 
be made in practice between the treatment of premiums, and the treatment of discounts, I can only 
refer to the arguments and the statement of practical difficulties given in my paper which appear 
to me to make such a distinction necessary. It is true that making a distinction involves some 
inconsistency, but accountancy is full of similar inconsistencies.’ 


 Gaa (1944, p. 272) concluded, ‘Even though accounting theory is in a confused condition, it is far 
better organized than the rules of contemporary practice’. 


Knight (1955, p. 268) succinctly summarizes the tensions underlying any criticisms (and perhaps 
related accounting tensions): ‘What makes economic reviewing (and all criticism, and discussion) 
difficult is that writers and teachers of standing do not agree on the ABC’s of their subject, the 
definition of their “science” and its elementary concepts, and the statement of its first principles... 
But one cannot appraise ideas without judging men—making “odorous comparisons”. For, in judg- 
ing another one is implicitly judging oneself, and must leave it to the “gentle reader” to judge 
where the judgment falls. A reviewer must point out “errors” and try to find their roots, not for the 
sake of controversy but for the sake of “the cause”, of truth, in this case of education in economics— 
beginning with mutual education of the educators.’ 

31 May (1945, p. 134): ‘The advocacy of stereotyped even though inappropriate methods of presentation, 
accompanied by footnotes in which the really illuminating information is embodied, was to my 
mind a serious defect’. $ 
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with reservations. One was the omission of ‘tentative’ in the title.” He held other 
general reservations (p. 136).” After some damning with faint praise, he found 


¢ the Revision premature and defective by ignoring recent work done (for example 
by CAP) on accounting; 

e difficulties with the terminology used; and 

e implications for the FIFO-LIFO debate. 


Of course, the last remains irresolvable under conventional accounting where 
two contrary conventions are found. Other reservations, about which May had 
strong opinions, were issues which were simply being recycled. These included: 


e Was the body of AAP to be rigid or flexible? 

e Were AAP to be uniform, objective and well understood or conventional, 
requiring outsiders to be educated? 

e What were the potential uses of financial statements and related purposes (or 
functions)? 

e Are single-purpose financial statements achievable? 


Indeed, May (1945, p. 138) would conclude, ‘I expressed doubt whether any single 
form of statement could serve these purposes even reasonably well’. 

On the other hand, Husband (1942, p. 233) was more supportive. He sought 
refinements in particular areas like the links between the fundamental task and 
related principles. As regards the fundamental task, after quoting various writers 
(including MacNeal and May) on the use of accounting information, Husband 
(p. 292) made various interdisciplinary-typ2 comments, noting their message for 
accounting in the generic sense.” The narrow stewardship-type function, where 


5 May (1945, p. 136): ‘The omission of the word “tentative” from the description of the second state- 


ment seems to me to have been tnwise. I regret, also, that the Association in its revised Statement 

of 1941 discarded the word “allocation”.’ 
33 May (1945, p. 136): ‘I regard A Tertative Statement. . issued by the Association in 1936, as a valuable 
contribution to the creation of an orderly body of accounting thought, though there are many 
views expressed in it with which I am unable to agree. Frankly, I regard the more definitive Statement 
of 1941 as premature and defective in that it largely ignored developments in accounting between 
1936 and 1941. I have found the language of different parts of that statement inconsistent and the 
meaning in some cases far from clear. Both supporters and opponents of the “cost or market” basis 
for stating inventories have claimed support from it for their respective views, and I have never 
been quite able to decide which claim was the better founded. [Footnote: cf. Financial Accounting, 
p. 180].’ 


Husband (1942, p. 283): ‘The revised statement . . . is a decided improvement over the statement of 
principles previously published in June 1936. Nevertheless, it still contains spots where further bur- 
nishing would appear to contribute both to desirable refinement and to greater harmony between 
the principles and the fundamental thesis upon which they are based ... An attempt will be made, 
rather, to point out and emphasize inconsistencies in the principles and to consider the use of terms 
that may be misleading when used in connection with the task that historical accounting is 
designed to accomplish.’ 

% Husband (1942, p. 292): ‘Keynes holds that one of the causes of the maladjusted economic conditions 
existing in the world from 1929 on rests in the fact that businessmen are accounting minded rather 
than truly socially minded’ (emphasis added). 
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conventional accounting did have a function, was under attack. Husband (1942, p. 
293, emphasis added) argued other functions might be met if tasks and rrinciples 
were better linked: 


Take your pick, O Reader, and go your way rejoicing for ‘vou are right if you think you 
are’. Personally, it is my opinion that historical accounting is a sine qua non of business pro- 
cedure and that all efforts to improve it are worthy of commendation. To a consider- 
able extent, historical accounting meets the requirements of income-tax prccedure; it 
keeps proper records of the relations between the business and its custcmers and 
creditors; to a considerable extent it accounts for the manner in which hired servants 
perform the duties of their stewardship; it depicts the success or failure of original 
owners. I should like to see accounting expand its serviceability, however, bv broadening 
the scope of the activities. By so doing I believe that it can become truly worthy of the 
Committee’s assumption that it is of prime economic and social significance. (p. 293, 
emphasis added) 


The often unstructured debates had several consequences. One was a blurring 
of any distinction between financial and economic. To some they became synonyms. 
Another was the inclusion in corporate financial reporting in some way of non- 
financial information. Both consequences would certainly broaden the function 
and contents of financial statements. In contrast, Chambers saw a need to be quite 
concise and distinctive, based on, as Mathews” states, ‘a rigorous conceptual 
framework and measurement system’. As well, Chambers had developed rigorous 
views on the function of accounting and its interface with economics, finance and 
management. His conceptual framework of accounting was to be found in the 
domain of commerce.* 

Input into various debates was also provided over time by other academics like 
Canning.” He was most intrigued by the theory (or lack thereof) underlying 
accounting.” In 1929, he criticized (p. 3) the growing tendency to discuss formats 
of reports as though they were end-products in their own right. To him, they were 
instead the basis on which decisions of policy were made. He also took issue with 
textbooks of the time, finding them largely manuals of procedure whereas systematic 


* [Editor’s note: Best illustrated in R. J. Chambers: Foundations of Accounting, Deakin University 
Press, 1991; and ‘Ends, Ways, Means and Conceptual Frameworks’, Abacus, September 1976.] 


56 Mathews, (1982, p. 177) writes, ‘Despite my considerable respect for his earlier wark, it was not 
until 1961 that I came to full realization that Chambers was an intellectual giant. who was in the 
process of transforming accounting from a technical set of arbitrary rules into a rigorous concep- 
tual framework and measurement system’. 


5 Canning was Professor of Economics, Leland Stanford Junior University. For an account of his 


contribution see Chambers (1979) and Zeff (2000). 
% Canning (1929, p. iii): ‘The related problem of making the work of the professional accountant 
more fully intelligible to those in other branches of learning suggested itself. Bota my previous 
training and interest in economics and the free, but somewhat indiscriminating, use of accountants’ 
statistics that economists were then making led me to undertake a comprehensive study of 
accounting theory and practice from the point of view of the professional student of economics. 
This book reports a major part of the results of that study.’ 
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analysis would seem a better approach. He did caution, however (pp. 45-6), that 
the texts seemed to differ from practice.” 

As noted by Chambers (1979) and Zeff (2000), in discussing ‘income’ Canning 
(1929, Ch 8, p. 143 et seq.) relied on Fisher’s treatise (1906). This concept of 
economic income is seen as something absolutely real even though dealing with 
future events. Here a balance sheet shows the businessmen’s future prospects. 
Future returns are known and discounted to present values. Notably, Canning 
(p. 91) did use the words ‘objective’ and ‘subjective’ when talking about ‘income’ 
as seen by the accountant and the economist. 

Some of Canning’s ideas were similar to those of Chambers. Two features 
which Chambers admired were the use of rigorous definitions and the specification 
of rules of measurement and summation.“ Others were contrary to those under- 
lying CoCoA, especially the past anc present emphasis of Chambers.” He would 
argue that while any claim an asset is ‘a storage of service’ or ‘a collection of 
future benefits’ may explain why a person buys an asset, it does not explain what 
is bought. Chambers’ definition of an asset would also emphasize the means idea 
within the context of a presentation of contemporary financial position. Canning’s 
contribution to the literature highlighted implicitly key differences between 
accounting and economics. Arguably, the latter is more to do with business 


5 Canning (1929, pp. 45-6): ‘Many an economist and statistician, in reading the accounting texts, 


must have been aware of a great mass of unsupported assertion, inconsequential argument, apparent 
statistical inconsistency, and lack of homogeneity and completeness. But any one who has the 
patience to find out for himself what accountants actually do and who will reflect upon what he 
finds, will discover that modern accounting practice is, on the whole, sounder than that which has 
been written about it. Apparently those who have really created accepted modern procedure have 
not been notably given to writing about it. In many ar instance the writers would do well to consider 
the statistical effects of what the accountants do rather than to invent conjectural reasons for their 
procedures.’ 


Canning (1929, p. 91): ‘The ultimate concern of the economist is with the subjective appreciation 
of income; objective valuations of income are to him indexes of that appreciation. The accountant 
is not, as an accountant, concerned with subjective appreciations at all.’ 

| Chambers (1979, p. 765): ‘Two features of The Economics of Accountancy deserve special notice, 
for they have a general bearing on theory and practice. The first is the attempt to define rigorously 
the terms used in exposition and argument. All valid argument depends on specified definitions. 
Vague or loose definition leads to inconclusion....The second is the specification of the rules 
relating to the “merging by summation or otherwise” of “individual measures”.’ 


€ Chambers (1979, p. 774): ‘That search [for better standards and theory] has been befogged by 
confusion of the different but complementary roles cf past information, present facts, and future 
prospects in the decision-making process. The linkage between accounting and economics can- 
not be properly established unless those roles are specified. Past values or prices and presently 
observed values or prices are necessary for the determination of past results and present position; 
presently observed values or prices and calculated net present values of future alternatives are 
necessary for the exploration of the feasibility and desirability of future alternatives. None of the 
three kinds of “values” is a substitute for the other. Had the distinct functions of all three been 
identified by Canning, as a prelude to “the economics of accountancy,” there may have been, by 
now, a more disciplined attack on that part of accounting which concerns itself with statements of 
past results and present position from time tc time.’ 
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behaviour while the former, to Chambers, provided information for use in that 
behaviour.” 

On the other hand, Littleton (1933, p. 160) had argued that profit calculation 
was no longer a simple computation. He gave two reasons: it was a complex 
calculation often suited to management’s purposes and no longer did ‘value 
exchanges’ dominate, as other effects (like deferred debits and credits) were 
incorporated. 

May (1936, pp. 405-6) too reviewed Canning’s work, questioning Canning’s 
stated relationship between accounting and economics and argued that account- 
ing was ‘a tool of business’. May was especially critical of ‘physic income’; to him, 
income was ‘essentially a money concept’. Elsewhere he would criticize Canning 
for what May saw as misconceptions of the function of accounting (May, 1936, 
pp. 305-6), a point he made in deflecting criticism of accounting. 

During his debate with Littleton on the structure of accounting, Chambers 
(1956, p. 584) wrote of ‘accounting’ as a generic term™—not the technical one seen 
in the commercial world as the province of conventional or financial accounting. 
Ideas of distinct (though interrelated at higher levels of abstraction) types of data 
were introduced. A mixing of distinct areas of interest has led to problems in 
accounting reports at both the underlying reasoning/policy and the application 
levels. Debates result from given multiple (and sometimes conflicting) objectives at 
both levels. These species with distinct features may be classified as conventional 
accounting, differing from financial. In turn, this may be a subset of economic 
which in turn is a subset of the social species. 


CONCLUDING REMARKS 


This brief history has revealed that May’s approach based on conventicns gained 
prominence and its consequences persist. Debate continues on where emphasis 
should be placed. To some, undue significance is given to the balance sheet 
(today’s statement of financial position) and too little to the surplus and income 
account (today’s financial performance statement). To others, the balance sheet 
remains of secondary importance to a stockholder mainly interested in earning 
power and dividend probabilities. Values (rather than prices) from both a produc- 
tion and a security viewpoint are what many state are required. Dilemmas faced 
by those interested in the development of accounting standards continue to be, as 
Sterling (1975, p. 3) lamented, irresolvable: 


& Canning (1929, p. 20) did comment, ‘But to include in the statements, e.g., the balance sheet, mere 
expectancies, would be to introduce items the value of which is highly speculative among items the 
value of which can be measured with much greater reliability’. 


Chambers (1956, p. 584): ‘The... use of the unqualified term accounting ... may not be misleading 
to those who are preoccupied with business accounting. We have long been accustomed to the use 
of accounting in the limited sense of business accounting. But why? Accounting is a zeneric term; 
several species, each having distinctive features, are recognized even by the novice. Each of these 
species of accounting has its peculiar form because it serves its own specific purpose.” 


131 


© 2008 The Authors 
Journal compilation © 2008 Accounting Foundation, The University cf Sydney 


ABACUS 


We accountants do not resolve issues, we abandon them. I do not mean to imply that we 
ignore issues. Quite the contrary, we debate them long and loud. However, the debate, 
instead of coming to a resolution, continues until another issue comes along that is more 
current and more controversial, and then we forget the former issue. 


These dilemmas reveal the many dimensions of ‘accounting’. While the main 
thrust of this work began with a two-dimensional-type debate, others canvassed 
include: 


e technical or non-technical discourse, 

e quantitative or qualitative methods, 

e scientific or artistic discipline, 

e academic or practitioner influence, 
accountability or decision-usefulness, anc 
e ethical/moral or technical issues. 


Still other debates are of a three-dimensional-type, including 


e past, present or future time frames, and 
e triple line reporting. 


Multi-dimensional debates on the influences of interdisciplinary studies on 
‘accounting’ may provide the context. Being well versed in his discipline of 
accounting and related professional practice, Chambers for one spent much effort 
studying developments in other disciplines and professions.© It in some ways 
seems strange that his CoCoA—a challenge to the traditions of the May legacy— 
is now challenged as too traditional in its lack of the use of models and formulae 
evident in dealings in financial markets. Of course, debate becomes unnecessarily 
complex as data are mixed from distinct time periods and by the function of 
accounting moving among distinct disciplinary levels. 

Debates unfortunately seem to follow the recycling process which Sterling 
(1979) identified several decades ago: ‘Accountants anticipated the ecology move- 
ment by some years; instead of dispasing of issues, we recycle them’ (p. 4). This 
article has provided insights by demonstrating that for progress to be achieved in 
the establishment of accounting standards, the many dimensions of accounting 
must be acknowledged and attempts to divert debate minimized. 
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INAUGURAL ABACUS MANUSCRIPT AWARD WINNER AND 
-THE ABACUS FORUM ON FAIR VALUE AND THE 
CONCEPTUAL FRAMEWORK 


EDITORIAL 


Manuscript Award 

In March 2007 Abacus announced its US$10,000 Annual Manuscript Award. 
Initially, it has been funded for five years, with the criteria and award process 
specified in that issue. Briefly, the award seeks to recognize articles covering 
international accounting issues and with an accounting decision usefulness theme 
that exhibit the highest level of rigour. Articles published in the four issues of 
Abacus in 2007 were eligible for the inaugural award. 

It is a pleasure to be able to announce for the first time in the jouznal the joint 
winners of the award. Fittingly, their works cover a broad range of research areas 
and method—Australian Michael Scorgie for his historical account of Australia’s 
first Agent, “The Rise and Fall of William Bassett Chinnery’ (March), and Belgium’s 
Philippe van Cauwenberge and Ignace De Beelde for their analysis, ‘On the IASB 
Comprehensive Income Project: A Case for Dual Income Display’ (March). Other 
articles shortlisted were: Aziz Jaafar and Stuart McLeay, ‘Country Effects and 
Sector Effects on the Harmonization of Accounting Policy Choice’ (June) and David 
A. Hensher and Stewart Jones, ‘Forecasting Corporate Bankruptcy: Optimizing 
the Performance of the Mixed Logit Model’ (September). 

In April, an Abacus Dinner at the European Accounting Association meeting, held 
in Rotterdam’s ‘grande dame’ Bilderberg Parkhotel, provided. the setting for the 
presentation of the award. The function was attended by many of the “Who’s Who’ 
of the international accounting academy, including the former president of the EAA, 
Alfred Wagenhofer, the current editor of the European Accounting Review, Salvador 
Carmona, the current Chair of the EAA Scientific Committee, Frank Hartmann, 
as well as other leading international academics, amongst them Frank Clarke, 
Michael Bromwich, Stuart McLeay, Giinther Gebhardt, John O’Hanlon, Olov 
Ohlson, Sven Modell, Begoña Giner and Christopher Napier. 

It is expected that the size of the award, its annual nature and the desire of 
leading academics to publish in Abacus will ensure this award is one of the most 
sought after in the academy. It will spark renewed research interest in accounting’s 
decision usefulness function. 


Fair Value and the Conceptual Framework 

This issue continues the recent pattern of reproducing papers from dedicated 
Abacus-sponsored forums. Papers reproduced here are from the September 2007 
Siena Forum on Fair Value and the Conceptual Framework (CF). They cover the 
vexed question of fair value measurement, within the context of current regulatory 
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initiatives, particularly the efforts.of the IASB and the FASB on the development 
of a joint conceptual framework. This issue also includes a commentary on an Open 
Forum which followed the presentations at the Siena workshop and addressed 
wider issues about the accounting conceptual framework. This continues an interest 
in both areas in this journal over the last decade—see Abacus editorials in June 
2005 and June 2007, and the October 2003 CF Forum issue, which addressed matters 
pertaining to accounting’s existing conceptual framework. 

Following agreement by the FASB and IASB under the 2002 Norwalk Agreement 
to seek closer ties and ultimately a roadmap to convergence in their standards, 
events have moved quickly. The contributions by Whittington and by Ronen in 
this issue note that the FASB and the IASB already had conceptual frameworks 
in place; the FASB’s, dating mainly from the 1970s,’ comprising seven substantial 
concepts statements, each published separately, and the IASB’s 1989 briefer 
framework in one document containing 110 paragraphs. Also revealed, however, 
are many differences in perspectives and on specific desiderata. These can be better 
understood by looking at all the papers in this Forum issue of Abacus. 

Summarizing matters, Whittington notes: 


Its [[ASB’s] content shows a strong affinity with the FASB’s earlier work, although there 
are important differences of detail. One important similarity is that, like the FASB 
framework, it lacks a treatment of measurement and is therefore incomplete. This is a 
legacy of the fierce and unresolved debates that took place particularly in the 1970s, when 
standard setters struggled unsuccessfully to achieve a solution to the inflation accounting 
problem that would be accepted by both users and preparers of accounts. Another legacy 
of the pressures and controversies of that period is that both frameworks emphasize 
decision usefulness, particularly to investors in capital markets, as the primary focus of 
general purpose financial statements. This was a bold step at the time, sweeping away the 
traditionalist view that accounting is primarily for legal and stewardship purposes, with 
decision usefulness as a useful possible additional benefit. It is argued later that this 
change of focus may be carried too far by the current revision of the frameworks. 


The conceptual framework revision is evident in several draft position papers 
being examined by the Boards—and well canvassed in the Forum papers repro- 
duced in this issue. 

It is interesting to consider, historically, the contrasting approaches of accounting 
theorists on how to derive a conceptual framework. Chatfield and Vangermeesch’s 
The History of Accounting (1996) contains an entry by Slaymaker on ‘conceptual 
framework’ (pp. 150-—4—also see these pages for reference details) in which he 
observes that: 


a conceptual framework of accounting has been proposed by numerous authors in the 
twentieth century. Earlier frameworks were inductively derived from an economic environ- 
ment [e.g., Sprague, 1908; Paton, 1922; Canning, 1929; AIA, 1952 and Moonitz, 1961; 
Mattessich, 1964]; later ones [like Chambers, 1965 and Sterling, 1970; AICPA (Trueblood 
Report), 1973] have employed a ‘systems’ approach to describe the ‘users’ and the charac- 
teristics of information necessary to the users. 


As Whittington observes, a valuable ‘insider’ account of the development of the FASB Conceptual 
Framework is given by Storey and Storey (1998). 


i 
© 2008 The Author 
Journal compilation © 2008 Accounting Foundation, The University of Sydney 


EDITORIAL 


Chambers’ An Accounting Thesaurus: 500 Years of Accounting (1995) illustrates 
many contrasting academic and practitioner ideas over the last seventy-five years 
as to what constitutes a CF. Dean and Clarke (2003; this article also provides 
full references to items cited below) observe that scme of those views reveal a 
‘distinction between tae sources of those relating to the underpinnings of ideas 
in the physical sciences—observations of experienced phenomena—and those 
underscoring what are perceived to be the fundamentals in the social sciences— 
cerebral ruminations’. They continue: 


In respect to the former observations we might note Whi-ehead (1933/1948, p. 183): 


Our coordinated kncwledge . . . is formed by two orders of experience . . . direct imme- 
diate discriminations of particular observations . . . [and] our general way of perceiving 
the universe; 


Homans and Curtis (1534/1970, p. 27) [suggest]: 


The first conceptual scheme for all the sciences is the common-sense world . . . is a frame 
. .somehow constructed by the mind, by which the minc classifies sense experiences; 


Bohr (1958/1961, p. 67} [notes]: 


When speaking of a conceptual framework, we refer merely to unambiguous logical 
representation of the relation between experiences; 


Taylor (1970, p. 53) [states]: 


In the case of scientific explanation, the norm is discovered, not given... only... 
identified and charac-erized in a certain way that the phenomena can be exhibited as 
all being variations ir the same fundamental dimensions; 


and Hanson (1972, p. 46) [contends]: 


Copernicus’ heliocentric alternative . . . [offered] a theory [of] . . . a physical account of 
what sort of things such objects [as planets] really were. 


In contrast, the experiential imperative has not been perceived as such a critical 
element in the development of an accounting framework. -ndeed, one might ‘ake it that 
the accounting perception of the developmental sequence is the reverse. As Vatter 
(1947, p. 1) explains, accounting ‘knowledge is oriented . .. a pattern of ideas is brought 
together to form a consistent whole or frame of reference to which is related the 
operational content of tkat field’. No mention of observations there—only a consistent set 
of ideas, presumably whether supported or devoid of what can be observed or 
experienced being of little concern. 

In that respect Vatter’s focus is representative of accounting views on the matter. Storey 
(1964, p. 60) explained that: 


Principles distilled from practice are...meaningless unless and until a conceptual 
framework is developed which gives meaning to the procedures... Building a 
conceptual framework. . . will be at once both the reason-ng underlying the procedures 
and a standard by which the procedures are judged in a _ong run process. 


According to Stamp (1970d, p. 102), rather than providing information generally relevant 
to all, such a framework “provides measurements relevant to the observed needs of users’ 
which Feller (1974, p. 396) observes is: 
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Arguably individually relevant to them... [and] guides the selection of events to be 
accounted for. 


And the FASB notes (1976a, p. 2), the framework entails ‘fundamentals that can lead to 
consistent standards’. : 

Again, drawing on Chambers’ Thesaurus (1995), it is not surprising against that back- 
ground of difference that Rappaport (1977), Stamp (1970d), Hopwood and Bromwich 
(1984) and Weil (1984) appear resigned to the ‘futility’ of generating an algorithm of 
concepts that will solve every accounting conflict. Yet, in the arguably no less complex 
setting of the physical sciences and the social sciences other than accounting, there is a 
strong pervasive theme that a functional CF is to be reflective of a ‘system of ideas’ 
(Whitehead, 1933/1948), [drawing on] experiential based ‘common-sense’ (Homans and 
Curtis, 1934/1970), ‘experiences’ (Bohr, 1958/1951), ‘facts’ (Conant, 1964), abstraction of 
the ‘real world’ (Caws, 1965) aad ‘fundamental dimensions’ (Hanson, 1972). (pp. 280-1) 


Based on his understanding of what a CF entails, Ray Chambers made a submis- 
sion in 1971 to the U.S. Trueblood Committee’s deliberations.” This was extended 
in another submission to the FASB in 1974 and was published in Volume III of 
his collected works on accounting (Chambers and Dean, 1986). In 1981, as a 
member of Australia’s Accounting Standards Board, Chambers submitted a trun- 
cated version of his CF ideas to the ASB. They have never been published. Repro- 
duced here, they provide an interesting beckdrop (in the sense of Chambers’ 
decision usefulness and stewardship focuses underpinning his theoretical ideas on 
the function of accounting) to some of the IASB/FASB deliberations occurring 
more than twenty-five years later and to the Siena CF Forum. 

Prior to examining Chambers’ 1981 submission, a further brief reference is made 
to the Abacus CF Forum issue of 2003. Emeritus professor (and former editor of 
Abacus) Murray Wells introduced that issue and summarized Chambers’ view, 
and that of the ‘Sydney School’, of how the CF exercises had to date been derailed: 


The selection presented here starts with... Dean and Clarke [2003]. It is a somewhat 
sceptical view, summarized [by] ‘CF exercises have been shown to have engaged more in 
a search for explanations of the ideas underpinning conventional practice than the 
articulation of the concepts with which accounting data must conform’. In support of that 
proposition, Dean and Clarke use Chambers’ Accounting Thesaurus (1995) to identify a 
number of quotes that support the view that conceptual frameworks in other fields are 
based on real world, observable phenomena that delineate the function of the structure 
in question ... Those in the skysical sciences see their conceptual framework emerging 
from the physical world—a matter of experience and observation. Those in accounting, 
... See their conceptual framework as being a matter of choice, agreed processes and a 
selection of phenomena determined by some authoritative body. Dean and Clarke also 
point out that the current demands for reform follow a well-trodden path behind earlier 
corporate failures and other ‘crises’, such as periods of high inflation, and the inevitable 


Chambers was a major contributor to the intellectual debates about what a CF represents. His work 
includes his 1963 ‘Why Bother With Postulates?’, extracts from his 1966 classic, Accounting, Evalu- 
ation and Economic Behavior, the 1971 summary submitted to the Trueblood Committee, a 1974 
submission to the FASB CF deliberations, a 1976 article in Accounting and Business Research, the 
1981 piece reproduced for the ficst time below, the 1991 Foundations of Accounting monograph and 
finally his 1996 Abacus article, ‘Ends, Ways, Means and Conceptual Frameworks’. 


The phrase ‘Sydney School of Azcounting’ was initially used in AAA (1977). 
Iv 
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demands for accounting to ‘clean up its act’. . .. Dean and Clarke reflect on this apparent 
‘sense of futility’ [in the literature to date] and emphasize, instead, the path of the natural 
sciences that leads to a recognition that the ‘framework of legal, social and economic 
concepts underpinning ordinary, everyday commerce is the CF of accounting’... 

[They continue] history is repeating itself. There is l:ttle difference in the current 
reaction to corporate frauds and failures [related to Enron, WorldCom, HIH, etc.] from 
those of earlier experiences. Applying political patches zo a system that is inherently 
unstable, inconsistent and incomplete will not overcome the perceived excesses of 
managers or lead to a system of accounting that will service the needs cf investors, 
employees, creditors and regulators. (Wells, 2003, pp. 273~—4, 278) 


As noted, Chambers had outlined a similar view in several places when discuss- 
ing what is entailed in developing an accounting theory. An early exposition is 
‘Why Bother With Postulates?’. The view is well illustrated in this extract from 
his 1996 Abacus article: ‘Ends, Ways, Means and Conceptual Frameworks’ (1996, 
p. 125): 


Theories, then, enable us to understand in general terms how the world works, ta move 
around, mentally, among the objects and relationships to which they relate, and tc act in 
ways that, as far as we can tell, will not defeat our reasonable expectations. A theory will 
not save us from unreasonable expectations nor from the vagaries of chance in any form. 
A theory will not tell us what we ought to do; but it will tall us what it is possible to do 
and what it is not possible to do. In that way it removes countless things from 
consideration when we are confronted with the necessity cf choosing or acting. 

What then of policy? The relationship of reliable knowl2dge (‘science’) to technology 
and practice (‘art’) has been described by Mill thus: 


Now, the reasons of a maxim of policy, or of any other rvle of art, can be no other than 
the theorems of the corresponding science... The art proposes itself an end to be 
attained, defines the end, and hands it over to the science. The science receives it, 
considers it as a phenomenon or effect to be studied, and having investigated its causes 
and conditions, sends it back to art with a theorem of the combination of circumstances 
by which it could be produced. Art then examines those combinations of circumstances, 
and according as any of them are or are not in human power, pronounces the end 
attainable or not. The only one of the premises, therefore, which art supplies is the 
original major premise, which asserts that a given end is desirable. Science then lends 
to art the proposition... that the performance of certain actions will attain the end. 
From these premises art concludes that the performance of these actions is desirable. 
And finding that it is also practicable, converts the theorem into a rule or principle. 
(Mill, [1865] 1925, p. 616) 


The to-and-fro between knowledge and practice thus described is characteristic of all 
disciplined technologies and their application. 


Fifteen years earlier, in 1981, when Chambers’ made his submission to 
Australia’s Accounting Standards Board as it deliberated on a draft CF proposal, 
he expressed the above ideas in a more structured and in a more simplified way 
than in his 1971 submission to the AICPA. 


A Conceptual Framework 


1. Utility of the product. All parties of interest are corcerned with solvency, debt- 
dependence, asset (investment) composition, and rate of return. Satisfactory 
indicators of all must be obtainable from accounts. 
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. Arithmetical propriety. The indicators mentioned are derived from totals or sub- 


totals. All the components of totals and sub-totals must be of the same kind if the 
totals and the indicators based on them are to be useful. 


. Historically. By law and by general intention, periodical reports relate to past events 


and dated (past) positions. No element of the accounts may therefore relate to or 
depend on a conjecture about the future. 


. Comparability. All indicaters of the financial features of business firms are only 


interpretable relatively to comparatle indicators at other dates or of other firms. No 
accounting rule is acceptable that interferes with the validity of comparisons. 


. Periodically. Since accounts relate to specified periods and dates, no item may be 


included other than items which represent transactions or events or their consequences 
occurring within the period of account. 


. Completeness. No accounting rule or practice is acceptable that provides for or allows 


the omission from the accounts of any period of the consequences in the period of 
any transaction or event occurring in the period. 


. Uniformity. Since accounts may be used by creditors, bankers, financiers and 


investors and their advisors, in ranking or discriminating between firms; and since 
indicators of solvency, debt-dependence, asset-composition and rate of return are 
only comparable if derived by the same rules and processes; accounting rules must, 
in principle, apply equally to all firms. 


. Financial position. The financial position of a firm is its capacity, by virtue of its 


beneficial possession of assets and its debts, to carry on its business, to meet its debts, 
and to vary its assets and debt, as short-run circumstances may require. A 
representation of financial position must provide indicators of that capacity and 
of facets of it such as solvency, debt-dependence and asset-composition. 


- Contemporaneity. The amcunt of any asset or liability appearing in a statement of 


financial position must be the best approximation (a) to the amount available or 
accessible to pay (or as cover for) debts, in the case of assets, and (b) to the amount 
of debt, in the case of debts, at the date of the statement. 

Net wealth or Equity. The net worth of a firm, or it’s equity in its assets, is the 
difference between the amount of its assets (as determined under 9 (a)) and the 
amount of its debts, at a stated date. 

Income. The income of a firm, in a period is the difference between the amounts of its net 
wealth at the beginning and the end of the period. It includes the realised difference 
between book values or purchase prices and selling prices of goods sold, and the 
accrued difference (positive or negztive) between book values or purchase prices and 
selling prices of all goods in possession zt the end of the period. In the event of 
inflation (or deflation), the sum of these realised and accrued differences must be 
reduced (or augmented) by allowance for the effect of inflation on the opening 
amount of net wealth. 

Contingencies. The amounts of all costs and benefits that are contingent on future 
events at the end of a pericd are irrelevant to the accounts of the period then ended, 
and are conjectural. They should be regulated to explanatory notes to the accounts. 
Verifiability. The discovery of asset and liability values as in 9 above, entails that they 
are independently verifiable. The amounts of contingent items referred to in 12, being 
conjectural, are not independently verifiable; but they might be subject to some 
note in the audit opinion cn the reasonableness of the conjectures or of the grounds 
for the conjectures.‘ 


Reproduced from an attachment to a letter written by Chambers, dated 10 December 1981, to 


K. M. Stevenson of the Australian Accounting Research Foundation. Both the letter and the 
attachment are included in the Ray Chambers Ccllection, University of Sydney Archives Unit, 
USA P202, Item #11,235. For description of the digitally accessible collection (http:chamberslibrary. 
usyd.edu.au) see Dean et al. (2006). 
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The Siena Forum revisited: much that is discussed above. The contributions by 
Whittington and by Ronen contain suggestions of where the current CF exercise 
regarding fair value is at and what needs to be done. Commentaries by Bradbury 
and Turley seek to hone their ideas with further reflec-ions and suggested amend- 
ments. This is further addressed in McLeay’s Forum Editorial. 

Members of the Sydney School are concerned that from what was revealed at 
the Siena forum there is strong prospect of the persistence of a ‘constitution’ 
approach. If that approach is repeated then the accounting discipline is dcomed 
not to learn from its mistakes of the past. Returning to Wells (2003): 


As the Forum on the [2003 Sydney] Conceptual Framewcrk illustrated in a host of dif- 
ferent ways, the foundations of a sound conceptual framework of accounting can only be 
found in the everyday affairs of commerce . . . [where] morey is the medium of exchange 
and the unit of measurement of the financial characteris-ics of goods and services, of 
obligations and of benefits received. If the function of accounting is to serve the needs of 
those who transact in markets, then that is where the foundations of a conceptual frame- 
work must be found. (p. 278) 


Over twenty-five years since Chambers summarized his ideas on a CF, the major 
international standards setting bodies, the IASB and FASB, still seek common 
ways to resolve this troubling issue. They have set themselves a five-year time 
horizon to provide the answer. Arguably, the debates of the 1950s and 1960s on 
measurement suggest a need for the simultaneous consideration of the multiple 
functions of accounting. 

Accordingly, there is need to recognize that accounting is a service activity—its 
outputs must be useful for the uses ordinarily made of accounting data in cognate 
disciplines. It is not an end in itself. Accounting concepts need to be forged with 
a view to satisfying simultaneously the needs of both internal and external accounting 
uses—taking specific account of the requirements of the data to be useful for the 
uses ordinarily made of the data by disciplines like operations research, finance, 
management and (say) law. Ensuring data serviceability or usefulness (while also simul- 
taneously incorporating stewardship as proposed by Whittington) is thus a prius in 
any CF exercise. 

If this aspect is ignored the latest CF exercise is destined to become another 
example of Sterling’s ‘recycling of ideas’—without ‘resolving problems’ (1975, 1979). 


Graeme Dean, 
The University of Sydney, 
April 2008 
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STUART MCLEAY 


Forum Guest Editorial 


The papers published in this issue of the journal were presented at the Abacus 
Forum on Fair Value and the Conceptual Framework, which was held ia September 
2007 as the plenary session of the Fourth EIASM International Workshop on 
Accounting and Regulation. The aim of this Abacus Forum issue is to contribute 
to the fair value debate within the context of recent developments in the institu- 
tions and markets governing accounting. 

The presentation by Geoffrey Whittington analyses fair value accounting with 
regard to competing conceptual frameworks. The paper takes an innovative 
approach in which the ideal perfect market setting, which enables the use of exit 
values obtained from current market prices when preparing financial statements, 
is juxtaposed with the real world where markets are incomplete and information 
is imperfect. The innovation, which draws on the author’s personal experiences as 
a standard setter, is to mould [ASB board members’ dissenting views (which are 
available in JASB discussion documents in the public domain) into an overarching 
alternative to pure fair value accounting where financial reporting is based on 
entity specific measurements and is consistent with the stewardship requirements 
of current shareholders. 

The discussant of Geoffrey Whittington’s paper at the Abacus Forum was 
Michael Bradbury, who also has considerable practical experience in standard 
setting. Bradbury emphasizes that there are many alternative views on the IASB 
proposals, and places particular emphasis on the argument in favour of fair value 
as the measurement objective, leaving open the choice of measurement methods. 
The discussion also questions the standard setting process itself, asking whether 
dissenting views should be made public by a standard setting board, how the 
contentious issues that remain unresolved may be dealt with, and the extent to 
which constituents should be bound by the majority view. 

Joshua Ronen’s paper also considers fair value with respect to the objectives of 
financial statements that are proposed in the joint conceptual framework that is 
under development by the FASB and the IASB. More specifically, it provides a 
clear account of the failure of exit value accounting to assess adequately the con- 
tribution made by managers to shareholder value. Ronen maintains that financial 
statements should not be drawn up using exit values alone, but should be accom- 
panied by information about the expectations of cash flows that would arise if the 
firm’s resources continue to be used rather than sold, and about the realization of 
these expectations. Furthermore, the paper describes a way in which markets can 





Stuart McLeay (abs010@bangor.ac.uk) is a Professor in the Bangor Business School at Bargor University. 
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be reformed in order to align the interests of the officers who prepare such 
accounts, and the auditors wko certify them, with those of investors. These market- 
based reforms would require auditors to insure misrepresentations, and managers 
to take equity positions that induce truthful reporting. The paper also includes a 
radical extension to Ronen’s earlier proposals, requiring an officer of the company 
to make the market in shares in a way that would place limits upon the value of 
the insider’s private information. 

The discussant in this case is Stuart Turley, who explores the reliance that is 
placed by Ronen on incentives rather than regulation in order to improve the 
quality of reporting. The discussion considers how far the governance systems 
that have been suggested might be linked directly to the ascendancy of fair value 
reporting, and also asks to what extent the proposals that have been devised in a 
context where the interests of investors are dominant may be transferable to 
other types of jurisdiction. Clearly, this points to an extensive new agenda for 
predictive international acccunting research, particularly whether the regulatory 
competition that is now unfolding in the context of market integration may lead 
to an entirely new institutional structure. 

Since the Forum at the end of September 2007, the events that have taken place 
in the U.S. mortgage industry have put the fair value debate once again into the 
news headlines. This is illustrated by the following Bloomberg newsline: 


Fannie Mae, the government-sponsored mortgage company, yesterday reported a $2.05 
billion net loss for 2007. As horrible as those results are, they don’t even begin to tell how 
bad last year was. The better gauge of Fannie’s performance is the amount by which the 
company’s net assets declined ir value. Viewed this way, Fannie lost $13.4 billion last year, 
according to the annual report it filed yesterday. (Bloomberg, 28 February 2008). 


The striking conclusion to this announcement is that, for Fannie Mae, the fair 
value outcomes ‘are more informative than its results under generally accepted 
accounting principles’. But fair value accounting still has its strident critics 
amongst market participants—for example, ‘It’s ridiculous to apply fair value 
accounting to assets that have no market’ and ‘All these write-offs aren’t real 
losses, they’re just mark to market’. Issues such as these—the implications of 
decoupling balance sheets and inccme statements and the use of alternative 
measurement approaches when markets are illiquid—have been discussed exten- 
sively in the popular press, in regulators’ discussion drafts, and in published 
research papers. 

In contrast, this Abacus Forum has attempted to shift the fair value debate 
towards greater recognition of the fundamental implications for institutions and 
markets, particularly with respect to the lack of consistency within the emerging 
conceptual framework that governs financial reporting and the potential for mar- 
ket failure that is inherent in the currently inadequate incentive structures that 
condition the quality of financial reports. Given the current moves towards a con- 
verged framework, and arguably greater recourse to fair value accounting, these 
papers will no doubt inform ongoing institutional deliberations in this respect. 
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GEOFFREY WHITTINGTON 


Fair Value and the IASB/FASB 
Conceptual Framework Project: 
An Alternative View 


This paper analyses various controversial issues arising from the current 
project of the IASB and FASB to develop a joint conceptual framework 
for financial reporting standards. It discusses their possible implications 
for measurement and, in particular, for the use of fair value as the pre- 
ferred measurement basis. Two competing world views are identified as 
underlying the debate: a Fair Value View, implicit in the IASB’s public 
pronouncements, and an Alternative View implicit in publicly expressed 
criticisms of the I[ASB’s pronouncements. The Fair Value View assumes 
that markets are relatively perfect and complete and that, in such a setting, 
financial reports should meet the needs of passive investors and creditors 
by reporting fair values derived from current market prices. The Alterna- 
tive View assumes that markets are relatively imperfect and incomplete 
and that, in such a market setting, financial reports should also meet the 
monitoring requirements of current shareholders (stewardship) by report- 
ing past transactions and events using entity-specific measurements that 
reflect the opportunities actually available to the reporting entity. The 
different implications of the two views are illustrated by reference to 
specific issues in recent accounting standards. Finally, the theoretical 
support for the two views is discussed. It is concluded that, in a realistic 
market setting, the search for a universal measurement method may be 
fruitless and a more appropriate approach to the measurement problem 
might be to define a clear measurement objective and to select the 
measurement method that best meets that objective in the particular 
circumstances that exist in relation to each item in the accounts. An 
example of such an approach is deprival value, which is not, at present, 
under consideration by the IASB. 


Key words: Conceptual framework; Fair value; Financial reporting; 
International accounting standards; Measurement. 


The project by the IASB and FASB to develop a joint conceptual framework, 
derived from their existing frameworks, is likely to influence the development of 
accounting standards for many years to come. It is therefore not surprising that 
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the first discussion papers resulting from the project have attracted much fiercer 
criticism than the standard setters seem to have anticipated, or that much of this 
criticism has come from within the European Union, which is committed to 
adopting the International Financial Reporting Standards (IFRS) of the IASB. 

The issue that seems likely to attract most controversy is that of measurement, 
which has not yet reached discussion paper stage within the conceptual frame- 
work project. In particular, the [ASB’s perceived preference for fair value as a 
measurement objective is likely, if expressed in the conceptual framework discus- 
sions, to be strongly contested. This issue has already been raised by an earlier 
discussion paper issued (but not endorsed) ty the IASB, and authored by staff of 
the Canadian Accounting Standards Board (2005), which praised the positive 
properties of fair value.’ Controversy has been stirred further by the IASB’s pub- 
lication, as a discussion paper (November 2006), of the FASB’s SFAS 157 (2006), 
which attempts to prescribe the interpretation of fair value within FASB standards 
as being a current market sale price, ignoring transaction costs and free of entity 
specific assumptions. Many critics feel that the adoption of this within IASB 
standards would change present practice significantly and adversely, because IFRS 
apply fair value more widely to non-financial assets than do FASB standards. Sale 
prices are seen as less relevant and less reliable in the case of non-financial rather 
than financial assets. 

Although fair value is a focus for much of the recent criticism of the JASB’s 
standards and is also likely to be so for its conceptual framework project, the 
reasons for the criticism lie in other elements of the framework. Critics of fair value 
are, in fact, offering an alternative world view of financial reporting, although this 
view is usually not well articulated. Nor, for that matter, is the fair value world 
view well articulated: the argument is usually conducted on the basis of accepting 
a few simple assumptions that make fair value seem to be an obvious choice, 
whereas the assumptions themselves should be under discussion. 

The objective of this paper is to make some progress towards identifying these 
alternative world views and therefore to clarify the nature of the dispute about 
the conceptual framework in general and fair value in particular. The perspective 
is that of the IASB, of which the author was a member from 2001 to 2006, rather 
than the FASB, which is its partner in the project. The author’s own experiences 
in writing a number of alternative views to IASB drafts and standards inform the 
discussion.? These were written piecemeal, but gradually a more coherent pattern 
began to be apparent, which expressed a different set of assumptions, or world 


The paper discusses specifically measurement on initial recognition, but the discussion has wider 
application. 


An alternative view is a note explaining the view of a Board member who did not vote in favour of 
issuing a particular exposure draft or standard (in zhe latter case, it is described as a ‘dissenting 
view’). The Alternative View developed in this paper is consistent with a number of such views but 
also draws on the views of external critics of the IASB: it therefore has no claim to be an expression 
of the views of particular members of the IASB, and it is a ‘world view’ rather than a comment on 
a particular draft or standard. 
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view, described here as the Alternative View. This is in contrast with the view that 
is implicit in many of the IASB’s pronouncements, described here as the Fair 
Value View. This account is likely to be subjective and incomplete, and there are 
likely to be many other world views. However, when there is such a fierce debate 
between supporters anc opponents of a view, it must surely help understanding to 
identify the main sources of disagreement. It must also be acknowledged that 
some of the contentious issues arise within the existing conceptual frameworks, 
but, as the frameworks are being revised, it is appropriate to question them. 

The paper proceeds as follows. First, a description is given of the current 
project to develop a joint conceptual framework for the IASB and FASB, includ- 
ing its motivation and objectives. Next, there is a discussion of the controversial 
aspects of the first two draft chapters of the new framework, on the purpose of 
financial reporting and the desirable properties of accounting inforraation, which 
have already been issued in discussion paper form. This is followed by a discussion 
of the issues raised by the subsequent chapters of the new framework that are 
currently in various stages of development, including definition of the elemeats of 
accounts, recognition and measurement. An attempt is then made to identify the 
two competing world views represented by opposing sides of the arguments on 
specific issues. We then consider how these competing views have teen reflected 
in past IASB pronouncements, and in alternative views expressed on them. We 
conclude by considering the theoretical support for the Alternative View. 


THE IASB/FASB CONCEPTUAL FRAMEWORK PROJECT 


Both the FASB and the IASB already have conceptual frameworks. The FASB’s 
was the first, dating mainly from the 1970s, and consists of seven substantial 
concepts statements, each published separately.’ The LASB’s Framework for the 
Preparation and Presentation of Financial Statements (1989) is a much briefer 
single document of 110 paragraphs, dating from 1989. Its content shews a strong 
affinity with the FASB’s earlier work, although there are important differences of 
detail. One important similarity is that, like the FASB framework, it lacks a treat- 
ment of measurement and is therefore incomplete. This is a legacy of the fierce 
and unresolved debates that took place particularly in the 1970s, when standard 
setters struggled unsuccessfully to achieve a solution to the inflation accounting 
problem that would be accepted by both users and preparers of accounts. 
Another legacy of the pressures and controversies of that period is that both 
frameworks emphasize decision usefulness, particularly to investors in capital 
markets, as the primary focus of general purpose financial statements. This was a 
bold step at the time, sweeping away the traditionalist view that accounting is 
primarily for legal and stewardship purposes, with decision usefulness as a useful 


3 A valuable ‘insider’ account of the development of the FASB Conceptual Framework is given by 
Storey and Storey (1998). An authoritative account of the development of the IASC Framework is 
in Camfferman and Zeff (2007, Chapter 9). 
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TABLE 1 


CONCEPTUAL FRAMEWORK REVISION TIMETABLE, 30 SEPTEMBER 2007 














Phase Already Publication planned in 

published 

2007 2008 Undecided 

A: Objectives and Qualitative Characteristics DP ED 
B: Elements and Recognition DP 
C: Measurement DP 
D: Reporting Entity DP 
E: Presentation and Disclosure DP 
F: Purpose and Status DP 
G: Application to Not-for-Profit Entities DP 
H: Remaining Issues TBD 





Abbreviations: DP = Discussion Paper, ED = Exposure Draft, TBD = Yet to be determined. 

Source: Abstracted from the IASB Work Plan—Projected Timetable, published on the IASB web 
site: iasb.org.uk. The full IASB Work Plan is available at http://www.iasb.org/Current+Projects/ 
IASB+Projects/I[ASB+Work+Plan.him (accessed, 20 February 2008). 


possible additional benefit. It is argued later that this change of focus may be 
carried too far by the current revision of the frameworks. 

A primary motivation for the joint project is to converge the frameworks of 
the two boards in order to provide a consistent intellectual foundation for the 
convergence of the two sets of standards, to which both boards committed 
themselves in the Norwalk Agreement of 2002. Convergence is not, however, the 
only motivation: improvement is equally important.‘ There are two aspects to 
improvement: filling gaps to achieve completeness, and removing internal contra- 
dictions to improve consistency. The most obvious gap that needs to be filled is to 
develop guidance on measurement. There are many aspects of the coherence of 
the IASB’s framework that need improvement. An area that has given particular 
difficulty recently is the definition of a liability and especially the distinction 
between a liability and equity. 

The joint project started in 2005. Its planned sequence of topics and current 
achievements is listed in Table 1. The working papers for the project are devel- 
oped by a joint [ASB/FASB staff team, there being a different staff team for each 
stage. FASB’s greater staff resources mean that they are usually in the majority, 
although staff from the Canadian standard-setting body are currently developing 
the proposals on elements and recognition. Each paper is discussed by both 
boards, usually separately bui sometimes in joint meetings. Thus, the project is 
truly a joint one, although the greater bulk of the FASB’s existing framework and 


1 Bullen and Crook (2005) provide a staff overview of the objectives. 
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its strong staff input mean that the starting point tends to be the FASB’s existing 
document rather than the IASB’s. In most aspects, there is little difference 
between the current IASB and FASB frameworks, so that the FASB’s distinct 
influence is seen mainly in the bulk and style of exposition and argument (which 
may be politely described as ‘thorough’) in the two draft chapters and working 
papers that have appeared to date. The present paper is, however, written from 
the IASB perspective, and this means that some matters which look like changes 
from that perspective are the result of converging with the FASB’s existing position. 


OBJECTIVES AND QUALITATIVE CHARACTERISTICS 


The first stage of the revision project (Phase A in Table 1) was initially considered 
to be so uncontroversial that it was intended that the first publication would be 
an exposure draft, which would be the only public consultation. However, wiser 
counsel prevailed and it was decided that the first stage would be (as with all sub- 
sequent stages of the revision) a discussion paper, which would be followed later 
by an exposure draft. This Preliminary Views paper, entitled The Objective of 
Financial Reporting and Qualitative Characteristics of Decision-useful Financial 
Reporting Information, was published in July 2006, with the comment period 
ending on 3 November. The comments received have demonstrated that the 
proposals are controversial and have justified the decision to issue a discussion 
paper, allowing further consultation on the subsequent exposure draft. They were 
originally conceived as being uncontroversial because they substantially reiterate 
much of the material that is in the existing frameworks. However, they do ccntain 
some significant reconstruction of the form and argument, certainly relative to the 
IASB’s currently slender document, and these contain the seeds of controversy.’ 
Moreover, the retention of some of the concepts in the existing framework is also 
controversial, particularly in those countries that are recent adopters of IFRS and 
that were not involved in the original development of the framework. 


The Objective of Financial Reporting 

Chapter 1 of the Discussion Paper, on the objective of financial reporting, is 
fundamental to the remainder of the Framework. It reiterates the existing concern to 
produce general purpose financial statements, that is, ones that meet the needs of 
all external users who do not have privileged access to the entity’s internal infor- 
mation. It also continues the present policy of selecting investors and creditors as 
the focus group for establishing needs. This includes potential as well as present 
investors and lenders as well as equity investors. The needs of investors are assumed 
to be to make resource allocation decisions, which will be served by providing 
‘information to help present and potential investors and creditors and others to 


5 The first two chapters of the Discussion Paper (including the Basis for Conclusions), covering 
objectives and qualitative characteristics, are more than twice as long as the entire existing IASB 
Framework. 
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assess the amounts, timing and uncertainty of the entity’s future cash inflows and 
outflows’ (para. OB3). 

This is consistent with the previous Framework, but to newcomers to IFRS it 
may seem to understate the special role of present shareholders as the existing 
proprietors of the entity. There is certainly a wide range of users of ‘general 
purpose’ financial statements, and they have many needs in common, but some 
might feel that additionally fu“filling the legitimate needs of present shareholders 
in their special role as proprietors is a necessary requirement, whereas other 
users have a less compelling claim. This view is expressly rejected, in the Basis for 
Conclusions (BC1.8-1.13), on the ground that a broad ‘entity perspective’ is more 
inclusive than a narrow ‘proprietary perspective’. This stylization of the proprietary 
perspective as being narrow and exclusive is contentious: as the Discussion Paper 
admits, all investors have substantial common interests, so the proprietary approach 
does not inevitably entail excluding assets and transactions of a group that may be 
seen as belonging to outsiders, for example, ir. the manner of proportional consolida- 
tion, but rather might entail more detailed information to existing shareholders 
on how their share of the total had changed. 

The problem of accommodating the specific needs of present shareholders was 
brought into sharp focus by the issue of stewardship, which attracted an alternative 
view from two IASB members (AV1.1-1.7) and a substantial volume of adverse 
comment subsequently, from the respondents to the public consultation. The Dis- 
cussion Paper (OB27-28) acknowledged menagement’s stewardship obligation to 
present owners but claimed that its reporting requirements could be subsumed 
within the general objective of decision usefulness, served by providing informa- 
tion relevant to future cash flows (OB3, quoted above). Thus, it was not deemed 
necessary to specify stewardship as a distinct objective of financial reports. 
The reasoning behind this decision is elaborated in BC1.32-1.41. This does not 
mark a significant change from the current IASB Framework, which places the 
assessment of stewardship second in a list cf uses of financial reports ((b) in the 
Preface), but asserts that all of the uses are ‘economic decisions’ which will be aided 
by similar information. However, the extensive examination of the issue in the 
Discussion Paper drew attention to it, and this sidelining of the stewardship objec- 
tive was clearly unacceptable to many from countries that were recent adopters of 
IFRS and inherited a loftier view of stewardship’s role. The Statement of Principles 
of the U.K. ASB, for example, although adcpting a broad ‘decision usefulness for 
investors’ objective, explicitly states that the objective includes ‘assessing the 
stewardship of management’ (1.6). It is notable that both of the authors of the 
alternative view were former members of the ASB. 

The objection to the subsuming of stewardship into the decision usefulness 
objective is, as expressed in the alternative view put forward by IASB members, 
that accountability entails more than the prediction of future cash flows. Its 
stewardship dimension is concerned with monitoring the past as well as predicting 
the future and is sometimes as much concerned with the integrity of management 
as with its economic performance (e.g., with respect to management remuneration 
and related party transactions). It is therefcre concerned more with the past than 
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is decision-usefulness, although the needs of the two typically overlap: informa- 
tion about the past conduct of management may be relevant to predicting future 
cash flows and the proper assessment of stewardship will entail estimating future 
prospects in order to evaluate the consequences of management’s past policies. 
The difference between the two objectives is therefore typically one of emphasis 
rather than mutual exclusiveness, but both objectives need to be recognized if a 
proper balance is to be attained.® 

One issue that was not thoroughly aired in their alternative view is that of 
agency theory. The relationship between management and existing shareholders is 
a classic example of a principal/agent problem. Management, the agent, has scope 
for free action, and the shareholder needs to monitor that freedom, using the 
information in the financial reports. This is why, in many jurisdictions, the finan- 
cial accounts are presented by management to the annual general meeting of 
shareholders, and it is the context in which the term ‘stewardship’ has developed. 
The object of this process is to enhance the performance of management from the 
shareholders’ perspective, so financial reporting is involved in determining future 
cash flows, not merely predicting them.’ 

The popular term for the process of monitoring management, of which the 
stewardship process is a part, is corporate governance and it may, to some, seem 
extraordinary that the Discussion Paper, after acknowledging the agency relation- 
ship (BC1.40), attempts (not entirely convincingly) to reject the relevance of 
financial reporting to corporate governance (BC1.41). A possible explanation for 
this lies in the interesting work of Tim Bush (2005), who analyses the different 
origins and forms of the U.K. and U.S. regulatory systems for financial reporting 
and concludes that the former is based on company law, whereas the latter is based 
on market regulation (the Securities Acts). The latter basis leads to an emphasis 
on markets and market prices, and therefore to information relevant to future cash 
flows, whereas the former leads to greater emphasis on corporate governance and 
stewardship. The FASB’s Conceptual Framework reflects U.S. institutional 
arrangements and therefore favours the market basis. It is therefore not surpris- 
ing that the EU member states which typically have a strong legal tradition of 
accounting regulation have favoured the company law approach with its emphasis 
on corporate governance mechanisms, including stewardship. 


Qualitative Characteristics of Decision-Useful Financial Information 

The title of Chapter 2 of the Discussion Paper, on the qualitative characteristics 
of decision-useful financial information, indicates the importance of the assump- 
tions made in Chapter 1, and particularly the subsuming of stewardship under the 
general objective of decision-usefulness. 


Some examples of this balancing process in standards are given later under the heading Reliability 
and Prudence. 


This point is elaborated in the ASB’s response to the Discussion Paper, which is available on the 
ASB’s website (http://www.fre.org.uk/asb/press/pub1343.html, accessed, 8 March 2008). 
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This chapter, like Chapter 1, claims to retain substantially the principles adopted 
in the predecessor frameworks. However, it does make substantial changes in 
both form and language, and these are likely to affect the interpretation of the 
underlying principles. The main change in form is the sequential approach to 
applying the qualitative characteristics, replacing the previous simultaneous 
approach in which explicit trade-offs were made. The main change of language is 
the replacement of reliability by faithful representation. These changes combine to 
eliminate the possibility of a trade-off between relevance and reliability, which 
many regarded as an important aspect of the present Framework. This trade-off is 
frequently invoked as a reason for not using fair value measurements, which are 
perceived as often being relevant but unreliable.® 

The sequential approach to applying the characteristics is described in para- 
graphs QC42-7 and discussed in BC2.59-2.65. It is explained that relevance 
should be considered first because it is essential, and that faithful representation 
should be considered next, but that both characteristics are necessary for decision- 
usefulness, so that ‘they work in concert with one another’ (QC45). What is 
absent from this explanation is an acknowledgement that neither relevance nor 
representational faithfulness is an absolute property of accounting information; 
rather, there are different levels of relevance and faithful representation, which 
opens the possibility of a trade-off between them. If this is ignored, as it appears 
to be, the proposed sequence will involve selecting an accounting method first on 
the basis of highest relevance and then subjecting this selection to a filter based on 
some absolute minimum level of representational faithfulness. Above this thresh- 
old there will be no questicn of saying that greater representational faithfulness 
might compensate for less relevance, even if the latter loss is very small. 

The substitution of faithful representaticn for reliability has already weakened 
the possibility of such a trade-off. The LASB’s existing definition of reliability is: 


Information has the quality of reliabil:tv when it is free from material error and bias and 
can be depended on by users to represent faithfully that which it either purports to 
represent or could reasonably be expected to represent. (IASB Framework, para. 31) 


The proposed definition of faithful representation in QC16 is: 


To be useful in making investment, credit and similar resource allocation decisions, 
information must be a faithful representation cf the real-world economic phenomena that 
it purports to represent. The phenomena represented in financial reports are economic 
resources and obligations and the transactions and other events and circumstances that 
change them. To be a faithful representation of those economic phenomena, information 
must be verifiable, neutral, and complete. (QC16) 


There are significant differences between the two definitions, despite the Discus- 
sion Paper’s argument that the new definition is consistent with the intentions of 
the existing Framework. Not only is faithful representation elevated to be the 
over-riding concept, but now it refers specifically to ‘the real-world economic 


8 Walton (2006), a close observer of IASB meetings, notes the possible implications of this change for 
the future extension of fair value measurement. 
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phenomena’ rather than simply ‘that [which] it purports to represent’. Moreover, 
the Discussion Paper goes on to assert that: ‘Information cannot be a faithful 
representation of an economic phenomenon unless it depicts the economic sub- 
stance of the underlying transaction or other event’ (QC17). 

Thus, the essence of the new qualitative characteristic is that it requires judg- 
ments about economic substance and real-world economic phenomena, rather 
than merely the accuracy with which information represents ‘that [which] it pur- 
ports to represent’. Thus, if fair value were deemed to better capture ‘economic 
substance’, historical cost might be deemed to be an inappropriate measure, 
despite the latter possibly being a more accurate representation of what it pur- 
ports to represent (historical cost). In QC18, the Discussion Paper attempts, 
rather clumsily, to explain what it means by a ‘real-world economic phenomenon’. 
It asserts that ‘deferred charges and deferred credits do not exist in the real world 
outside financial reporting’. This is, of course, highly controversial: does, for 
example, purchased goodwill exist outside financial reporting? It goes on to use 
the easy example of a machine as something that is a real-world economic pheno- 
menon and asserts that original cost is also such an economic phenomenon, but 
would not be a faithful representation of a three-year-old machine. In this case, 
depreciated cost would ‘better represent the machine as it now exists’ and current 
replacement cost would be ‘even better’. Fair value is offered as another alterna- 
tive but not evaluated. This example illustrates why those who are opposed to the 
IASB’s alleged intention to extend the use of fair value see the proposals of the 
Discussion Paper as leaning in that direction. 

The other important change that is proposed can also be regarded as tilting the 
criteria in favour of fair value. This is the removal of the phrase ‘free from mater- 
ial error and bias’, which is in the definition of reliability in the current Frame- 
work but absent from the new definition of faithful representation. Many critics of 
fair value believe that it often involves more estimatior and subjectivity (leading 
to error and bias) than some alternative measures, aad the proposed changes 
reduce the force, within the framework criteria, of this objection. 

These measurement error issues are not entirely ignored in the Discussion 
Paper. It is argued (QC20-2) that absolute certainty and precision are unattain- 
able in financial reporting, but it is not clearly acknowledged that, nevertheless, 
greater certainty and precision are preferable to less. What is left of ‘free from 
material error’ is subsumed in verifiability, a component of faithful representation, 
and ‘free from bias’ is included in another component, neutrality. 


Verifiability implies that different knowledgeable and independent observers would reach 

general consensus, although not necessarily complete agreement, either: 

(a) that the information represents the economic phenomena that it purports to 
represent without material error or bias (by direct verification); or 

(b) that the chosen recognition or measurement method has been applied without 
material error or bias (by indirect verification). (QC23) 


This concept covers part of what is sometimes termed objectivity, requiring 


that independent observers would reach the same (or a very similar) conclusion. 
However, it does not require accuracy of the estimate in terms of its correspondence 
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with ‘that which it ... purports to represent’ which is required by a stricter view 
of objectivity and is a critical element in the idea of reliability.” A brief alternative 
view to the Discussion Paper (AV2.1-2.2) pointed out that this is unsatisfactory 
because there is no requirement that the consensus is based on reliable evidence. 
Furthermore, in the case of (b), indirect verification, there is no requirement that 
the method used should be one that would yield an estimate that is free from 
material error or bias. 
Neutrality is another component of faithful representation and is defined as 


the absence of bias intended to attain a predetermined result or to induce a particular 
behaviour. Neutrality is an essential aspect of faithful representation because biased 
financial reporting information cannot faithfully represent economic phenomena. (QC27) 


This definition is curiously restricted because it requires intent to influence con- 
sequences. Other forms of bias in measures or estimates, such as that resulting 
from the natural optimism of managers when they make acquisitions, would 
presumably be allowed. This reflects the Discussion Paper’s rejection of the con- 
cepts of reliability used in econometrics and statistics (BC2.25). 


Neutrality and Prudence 
The present IASB Framework refers favourably to prudence but the Discussion 
Paper explicitly rejects the use of the term because of its inconsistency ‘with the 
desirable quality of neutrality, which encompasses freedom from bias’ (BC2.22). 
The present Framework (37) attempts to reconcile prudence with neutrality by 
saying that it is ‘the inclusion of caution in the exercise of the judgements 
needed in making the estimates required under conditions of uncertainty, such 
that assets or income are not overstated and liabilities or expenses are not 
understated’. It explicitly disallows deliberate under- or over-statement in the 
cause of prudence. 

The U.K. ASB’s Statement of Principles (1999), which adopts a similar approach 
to the Framework, attempts a reconciliation of prudence with neutrality as follows: 


Prudence is the inclusion of a degree of caution in the exercise of the judgements needed 
in making estimates required under conditions of uncertainty, such that gains and assets 
are not overstated and losses and liabilities are not understated. In particular, under such 
conditions it requires more confirmatory evidence about the existence of, and a greater 
reliability of measurement for, assets and gairs than is required for liabilities and losses. 
(3.19) 


By introducing explicitly the role of confirmatory evidence to relieve uncertainty, 
the ASB goes some way towards clarifying the relationship between ‘two aspects 
of reliability—neutrality and prudence’, but it admits that a ‘tension’ can exist 
between the two which requires ‘finding a balance that ensures that deliberate 
and systematic understatement of gains and assets and overstatement of losses 
and liabilities do not occur’ (3.36). 


? Paton and Littleton (1940, pp. 19-20). 
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The Discussion Paper's position (no prudence) avoids this trade-off, but in 
doing so it ignores an important aspect of financial reporting, arising from its 
stewardship role. Much of agency theory is concerned with the problem that the 
agent has an incentive to exaggerate performance in order to enhance rewards, a 
problem that is particularly acute when senior executives are rewarded by stock 
options and stock prices are driven by reported financial performance. There have 
been a number of recent accounting ‘scandals’ arising from this scenario. In this 
context, a ‘degree of caution’ associated with a requirement for ‘more confirma- 
tory evidence’ may lead to improved reliability (expressed as confidence by the 
user in the information) which will adequately compensate for any possible bias. 

A specific example of the exercise of prudence which is an important com- 
ponent of the standards of both the IASB and the FASB is the impairment test 
(IAS 36). This reduces the carrying amount of an asset to its current recoverable 
amount, when that is less than the carrying amount. It does not increase the 
carrying amount if the recoverable amount is higher. Hence, it is fundamentally 
a biased approach to measurement; it is, however, a prudent one.® A similar 
(biased) measure of liabilities results from the liability adequacy test used in the 
IASB’s current standard on Insurance (IFRS 4); this test can result in the carrying 
value of a liability being increased but not reduced. In the case of both of these 
tests, strict adherence to neutrality would suggest that the adjustment should be 
symmetrical, that is, in the case of the impairment test, the asset would always 
be carried at current recoverable amount (which could, in some cases, be Fair 
Value). The consequences of this for accounting for purchased goodwill, which 
has only recently (IFRS 3, 2004) adopted the impairment test in place of 
amortization, would be particularly significant and controversial. It was therefore 
to be expected that there would be many adverse comments on the proposed 
removal of prudence from the Framework. The objectors are not simply clinging 
to past practices; they are concerned with inconsistencies with current practice, 
some of which has been imposed only recently by the IASB. 


ELEMENTS AND RECOGNITION 


Phase B, Elements and Recognition, has hitherto concentrated on the definition 
of two basic elements, assets and liabilities. The other elements defined in the 
current [ASB Framework, equity, income and expenses, have not yet been addressed, 
and neither has been the important and potentially contentious issue of recogni- 
tion, although developments in the IAS 37 (liabilities) revision relate to it. 

By starting with the definition of assets and liabilities, the IASB is reaffirming 
the so-called ‘balance shzet’ approach that is embedded in its existing Framework 
and in that of the FASB. This gives what is sometimes called ‘conceptual primacy’ 
(Johnson, 2004) to assets and liabilities over flow measures such as income and 
expense. This approach argues that the accruals resulting from the recognition of 
flows must meet the definitions of assets and liabilities in order to be recognized 


10 Bromwich (2004) suggests that impairment tests should not be one-sided. 
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in the financial statements, that is, the elements of the income statement, such as 
income and expense, must give rise to accrued amounts that are consistent with 
the elements of the balance sheet. This approach is a means of imposing discipline 
on the assessment of accruals, avoiding the recognition of what Sprouse (1978) 
described as ‘What-You-May-Call-Its’. This approach does not require the elevation 
of comprehensive income (total gains mezsured consistently with changes in the 
balance sheet) as a central measure of performance, although it might facilitate it. 


The Definition of an Asset 
The current IASB Framework definition of an asset is: 


a resource controlled by an entity as a result of past events and from which future benefits 
are expected to flow to the entity. (ASB Framework, 49(a)) 


The current proposed definition is: 


An asset is a present economic resource to which the entity has a present right or other 
privileged access. 


The new definition deletes two significant phrases in the original: ‘as a result of 
past events’ and ‘from which future benefits may be expected to flow’. Both of 
these are likely to affect the recognition criteria, which have not yet been dis- 
cussed in the conceptual framework revision. 

The deletion of ‘as a result of past events’ was justified on the ground that it 
was superfluous: anything that exists must have come into existence at some time 
in the past. However, the deletion does reduce the emphasis on the importance of 
past transactions and events, and supporters of the stewardship perspective may 
regret this. If the recognition criterion were merely to say that anything which 
currently meets the new definition should be recognized as an asset, this would 
seem to erode the grounding of recognition in past transactions and events, reduc- 
ing the reliability of financial statements. It is less obvious that it would reduce 
representational faithfulness, with its emphasis on the representation of ‘real-world 
economic phenomena’. Future prospects that have no origin in past transactions 
might be regarded as real-world economic phenomena, thus allowing the recogni- 
tion, at fair value, of elements of internally generated goodwill that have not 
hitherto been regarded as suitable for recognition in financial reports. 

The deletion of the reference to expected future benefits suggests that there will 
be a future proposal to remove one of the current recognition criteria from the 
Framework: 


An item that meets the definition of an element should be recognised if: 

(a) it is probable that any future economic benefit associated with the item will flow to 
or from the entity; and 

(b) the item has a cost or value that can be measured with reliability. 

(IASB Framework, 83) 


Clearly, 83(a) will have little relevance if expected future benefits no longer form 
part of the definition of an asset. The IASB’s reason for the deletion is that the 
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phrase has given rise to some confusion, and it must be admitted that this 
arises, in part, from the explanation of it in the current Framework (85), which 
confuses measurement with recognition. Most elements of financial statements 
will have uncertain outcomes and, if the existence of an asset (or liability) is 
certain, the fact that its associated cash flows are uncertain can be dealt with by 
measurement. For example, it is usual to impair debtors for expected losses due to 
bad debts, and stocks may be impaired for expected wastage. Impairment tests 
are a common way of reflecting expected future cash flows in the measurement 
of assets. 

The type of uncertainty that is unique to recognition, rather than measurement, 
is what the U.K. ASB’s Statement of Principles calls element uncertainty (ASB, 
1999, 5.13-5.15). This is uncertainty as to whether the element exists and meets 
the definition of an element, and the IASB’s criterion of ‘probable that any future 
economic benefit .. . will flow to the entity’ can be interpreted as referring to this 
type of uncertainty. An asset is not an asset of the entity, and therefore not recog- 
nized in its accounts, if its benefits do not flow to the entity. Such ‘non-assets’ of 
the entity would include assets whose existence cannot be established with an 
acceptable level of probability, such as internally generated goodwill. This clearly 
is an existence (recognition) issue rather than a measurement issue, and the 
proposed amendment to the asset definition appears to ignore it. The [ASB is 
currently wrestling with that same issue in its revision of IAS 37 (liabilities), 
where it is attempting to define when a constructive obligation should be recognized 
as a liability. 

Measurement also is part of the recognition process (83(b)), but this is in rela- 
tion to reliability of measurement rather than uncertainty of outcome. It is in this 
context that the IASB Framework (85) is potentially confusing, because the 
example chosen (credit risk on a receivable) appears to relate to measurement of 
an uncertain outcome with known parameters (an outcome with known risk, 
which can be priced and therefore dealt with by measurement) rather than to 
uncertainty as to what those parameters are (unreliability of measurement itself, 
which prevents the reliable pricing of the outcome). 

In summary, the LASB’s (and FASB’s) tentative proposals on asset definition 
involve two changes that potentially erode the recognition criteria in the current 
Framework. The recognition criteria have not yet been addressed as part of Phase 
B, and a staff proposal to do so was rejected in July 2007 in favour of continuing 
work on the definition of an asset. Critics of fair value may fear that the removal 
of ‘past transactions and events’ from the asset definition, the transfer of un- 
certainty from recognition to measurement (where fair value might be thought 
to capture it effectively) and the possible modification or even removal of the 
present reliability of measurement criterion for recognition will open the way for 
an extension of the application of fair value measurement. 


Liabilities 
The asset definition has hitherto received most attention in Phase B, for the 
reason that this will provide the foundation for the other elements in the ‘balance 
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sheet’ approach. The other element that has received considerable attention is 
liabilities, where a parallel definition to that of assets has been proposed. The 
IASB’s current Framework definition is: 


A liability is a present obligation of the entity arising from past events, the settlement of 
which is expected to result in an outflow from the entity of resources embodying 
economic benefits. (ASB Framework, 49(c)} 


The current proposed definition is: 
A liability is a present economic burden for which the entity has a present economic obligation. 


Just as the liability definition mirrors that of assets, so do the changes in the 
definition. As in the case of assets, the reference to past events is deleted, as also 
is the reference to expectation of future flows. Thus, the same implications arise 
for assets as for liabilities, particularly with regard to recognition criteria. 

As already indicated, the IASB is already confronting recognition criteria in its 
revision of IAS 37. It proposes to abolish the concept of provisions, classifying all 
former provisions as liabilities. Provisions were liabilities ‘of uncertain timing or 
amount’ (IAS 37, para.10) and the IASB’s current thinking is that many liabilities 
are subject to a degree of uncertainty that is reflected in their measurement, so 
that a sub-category of provisions is unhelptul, despite the fact that it may convey 
information about the relative predictability of the respective categories. With 
regard to the recognition of liabilities, the IASB has focused on the question of 
whether an obligation exists. It has identified a stand-ready obligation, as in a 
guarantee or insurance contract, as giving rise to a liability, the uncertainty of 
future outflows being reflected in measurement. It is currently exploring the 
difficult problem of establishing the circumstances in which a constructive liability 
should be recognized when there is no contractual obligation. This is an element 
uncertainty issue, but the IASB’s current preference (TASB Update, July 2007) is 
to draw up a list of indicators rather than confronting directly the probabilistic 
nature of the decision by defining a probatility threshold for recognition, such as 
‘more likely than not’. These developments are likely to reinforce the possibility 
that the IASB, by removing uncertainty criteria from recognition and requiring 
that uncertainty should, instead, be reflected in measurement, is moving towards 
a position of requiring that the recognition criterion be the existence of a fair 
value. Essentially, any expected future cash flow to the entity, however specula- 
tive, could be reflected in a fair value that might be said to meet the new element 
definition and therefore be recognized. 


Equity 

The definition of equity and the difficult problem of defining the distinction 
between liabilities and equity is another elements issue that will have to be dealt 
with in Phase B, but which has not yet been addressed directly, although the 
FASB does have a project on the liability/equity distinction, which is being 
‘shadowed’ by the LASB. This difficulty arises partly because equity is a residual 
category in the current Framework: 
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Equity is the residual interest in the assets of the entity after deducting all liabilities. 
(IASB Framework, 49(c)) 


This leads to a wide variety of financial instruments, such as options on equity, 
being classified as equity, thus confusing the simple picture that would be given if 
there were only one category of equity instruments, issued shares in the holding 
company. It also has led to considerable ambiguity at the margin with liabilities: 
essentially anything that is not a present obligation to part with economic 
resources is equity. This has led the IASB to breach the Framework in one 
instance (a promise to settle in shares to the value of a fixed monetary amount is 
classified as a liability) and it has issued an exposure draft that proposes to create 
another breach (Financial Instruments Puttable at Fair Value, October 2006) by 
treating as equity some instruments that have a right to cash settlement and seem 
therefore to meet the current definition of a liability. 

One of the possible solutions recently explored in this project is the claims 
approach, which regards all credits in the balance sheet as ‘claims’, making no 
debt/equity distinction. This solves the problem by abolishing it, and is unlikely to 
be adopted. However, little enthusiasm has been expressed for moving in the 
alternative direction of having two-tier equity, the lowest tier being the claims of 
existing shareholders, and the other tier including other equity instruments such 
as warrants, options on equity and (in group accounts) minority interests. Such an 
approach would accommodate the needs of those who regard present shareholders 
as having a special role as the proprietors to whom the directors owe a special 
duty of accountability and who are the ultimate controllers of the entity. The 
‘entity’ perspective currently favoured by both FASB and IASB makes no conces- 
sions to this group and can lead to accounting that makes it quite difficult for 
them to establish the gain or loss on their interest in a period. 


Other Elements of Financial Statements 

Other elements have not yet been discussed in Phase B, and it is not yet clear 
whether all of the elements in the current Framework will be retained. The two 
elements defined in the existing framework that have not yet been mentioned in 
Phase B are Income (which includes both revenue and gains) and Expenses (which 
includes losses). In view of the ‘balance sheet’ approach, it seems likely that these 
will not be discussed as elements but will instead be discussed as part of the 
performance statement in Phase E of the Framework revision, Presentation and 
Disclosure. The IASB and FASB already have a joint project on performance 
reporting, which originally arose from the problem of income statement presenta- 
tion. This has attracted a large amount of critical comment. Opponents of the 
TASB’s preferred single comprehensive income statement, many of whom are 
preparers of accounts, are afraid that comprehensive income, possibly based 
substantially on fair value measurement, will become the central figure for 
performance evaluation.’ They regard fair values and comprehensive income as 


i For a further discussion of comprehensive income in this journal, see Cauwenberge and De Beedle 


(2007, pp. 1-26). 
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volatile measures that mask operating proñt, which they would regard as a better 
indicator of the entity’s underlying potential for generating future cash flows. 
The IASB is still exploring the obvious solution, which is to allow sub-totals such 
as operating profit (roughly, revenue less expenses, in the current Framework’s 
terms). The difficulty is to define such sub-totals in a way which is based on 
sound principles, practical in application, and acceptable to users and preparers of 
financial statements. 


THE REPORTING ENTITY 


Phase D of the conceptual framework deals with the reporting entity and has 
made more progress than the measurement phase (C), possibly because it is less 
controversial. A discussion paper on reporting entity issues is expected to be 
published in 2008. This is not to say that the subject is not important or that it is 
without controversy (Walker, 2007). 

One source of criticism is likely to stem from the rather rigid view currently 
favoured by the IASB that only one set of general purpose financial statements is 
appropriate for a group entity. The rejection of the importance of separate hold- 
ing company accounts is a symptom of the rejection of a proprietary perspective 
in favour of an entity perspective, leading to the view that the interests of those 
financing the holding company, and particularly the equity shareholders, should 
not be given special consideration in financial reporting. The group accounts 
would be important under either perspective, but a proprietary view would regard 
the holding company accounis as adding useful information from the perspective 
of the holding company, for example, showing the extent of its direct control of 
assets and legal obligation for liabilities. 


MEASUREMENT 


Work on Phase C, Measurement, has already started, and it is likely to be a 
lengthy process, because of the importance of the subject and its contentious 
nature, which caused the predecessor conceptual frameworks to avoid addressing 
the issue directly, discussing desirable properties of measurements rather than 
recommending a single preferred measurement objective. 

The controversial nature of the subject was partly a result of the inflation 
accounting debate that raged in the 1960s and 1970s, when the FASB was also 
developing its conceptual framework which provided a model for successor 
frameworks such as that of the IASB. The debate at that time was about whether 
price changes should be reflected in accounts. In other words, it was about 
historical cost versus some fcrm of current value. It was then easy to stylize the 
debate as being between ‘old-fashioned’ advocates of historical cost, justified 
by a narrow view of stewardship, and ‘modern’ advocates of current value who 
believed in decision-useful information. However, at the time, it was accepted by 
many, and acknowledged in the frameworks of the FASB and the IASB, that 
decision usefulness and stewardship are not necessarily competing objectives and 
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that the needs of stewardship require timely information about performance 
which would, ideally, be captured by current values. 

Since that time, the debate has moved on. Although comprehensive price 
change accounting did not prove to be successful, recent years have seen an 
increasing adoption of current values in accounting standards, particularly in 
accounting for financial instruments (IAS 39), but also in areas such as agriculture 
(IAS 41). In these new applications, discussion has been concerned with the 
question of which current value should be used. The failed attempts to introduce 
price change accounting were based on current cost which is supported by deprival 
value reasoning. More recently, standard setters have preferred to use the term 
fair value, meaning a current market value: 


Fair value is the amount for which an asset could be exchanged between knowledgeable, 
willing parties in an arm’s length transaction. (IAS 16, 6) 


This definition is consistent with either an entry value (such as current cost) or an 
exit value (such as selling price), and it does not define a treatment of transaction 
costs, so that, for example, it is consistent with net realizable value (selling price 
less selling costs being the amount that the seller would receive). These ambiguities 
are removed by the recent IASB Discussion Paper based on SFAS 157 (FASB, 2606): 


Fair value is the price that would be received to sell an asset or paid to transfer a 
liability in an orderly transaction between market participants at the measurement date. 
(SFAS157, 5) 


Thus, fair value is an exit value (the price received to sell an asset) and transaction 
costs are not included (hence the substitution of ‘price’ for ‘amount’). Moreover, 
the reference to a market rather than a transaction between parties emphasizes 
the requirement that the measure be non entity specific, that is, it should be based 
on a hypothetical best market price rather than the price actually paid or that 
would be actually obtained by the reporting entity. 

The Discussion Paper based on SFAS157 is supposed to be merely a ‘how to do 
it’ proposal for existing uses of fair value, rather than extending that use, but the 
result of its new definition is to draw the lines clearly between different views of 
the appropriate measurement basis. The difference is not now between historical 
cost and current value but between entry (cost-based) values and exit (sale) values, 
and between those who wish to measure the opportunities available to the specific 
entity and those who prefer to use hypothetical market prices. 

The Discussion Paper is not strictly part of Phase C of the Framework revision, 
although its progress to date is likely to have more impact than that of the Phase 
C work. The latter has taken the form of drawing up an inventory of valuation 
bases and developing a conceptual approach to measurement that will enable 
those methods to be evaluated. 


Tweedie and Whittington (1984) provide an account of the development of price change account- 
ing standards, and Tweedie and Whittington (1997) describes their rejection (mainly by preparers 
of accounts) and subsequent withdrawal. 
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The nine candidate valuation bases selected for analysis in Phase C do not 
include deprival value, once the favourite of standard setters, on the ground that 
it is a hybrid measure, derived from a comparison of other measures (current 
entry value, current exit value and value in use). This ignores the fact that 
deprival value is a coherent valuation objective. Concentrating on the intrinsic 
properties of specific measures at the expense of considering how objectives might 
be achieved seems to miss the point of accounting, which is to inform users in an 
imperfect and uncertain world.” It seems possible that this type of analysis will 
lead to a long and ultimately fruitless debate. 

This impression is borne out by the papers on measurement submitted to the 
IASB’s July 2007 meeting. After a careful analysis of measurement theory, a revision 
of the IASB’s definition of measurement is proposed. The current definition is: 


Measurement is the process of determining the monetary amounts at which the elements 
of financial statements are to be recognized and carried in the balance sheet and income 
statement. (IASB Framework, 99) 


The proposed new definition is: 


Financial statement measurement is tae numerical ordering or comparison of an asset or 
liability (or a change in an asset or liability) to other assets or liabilities (or changes in other 
assets or liabilities) with respect to a preconceived and defined basis in terms of a monetary 
unit that relates to that same basis, with the result that the asset or liability is properly placed 
in a monetary ratio scale. (IASB Information for Observers, Board Paper 2B, July 2007, 69) 


This may be rigorously grounded in measurement theory, but it seems unlikely to 
have as good an intuitive appeal as the present definition, from the perspective of 
preparers and users of financial statements. 

Ultimately, the IASB and FASB will have to stop analysing the internal con- 
sistency of definitions and turn to the utility of accounting measures. In evaluating 
that, it will be necessary to have agreement on the purpose of financial statements 
and the environment in which they are used. This is a much wider issue than 
measurement, or, specifically, whether fair value is judged to be a good measure 
by certain criteria. It is concerned with what was earlier described as a world view. 
More precisely, this is a medel of the purpose of financial accounting and the 
context in which it operates. 


COMPETING WORLD VIEWS 


In the earlier discussion of the framework review, it is possible to discern two 
broad schools of thought or world views. They are not well articulated because 


3 This is not to say that specific measures cannot be associated with a particular objective. An obvi- 


ous example is Chambers (1966), who justified the need for exit value measures in terms of an 
objective of measuring financial adaptability. However, it is notable that Chambers’ ‘current cash 
equivalent’ measure was not the same as fair value: notably, he came to the view that non-vendible 
durable assets should be measured at zero value {because there was no cash equivalent available) 
tather than a hypothetical exit value (Chambers, 1970). If there exists a fungible arm’s length price 
for a comparable asset he would use it to report the item. And, Chambers advocated valuing bonds 
at face values rather than current market prices. For a summary see Chambers (1974). 
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the argument usually focuses on a particular aspect of the framework rather than 
the whole system. There is also a variety of individual views within each broad 
school of thought, so that a degree of stylization is necessary. However, it may 
clarify the debate if the views of the parties are articulated in a holistic manner, 
identifying the common ground within each world view and the difference between 
that and the competing view. 

The two competing models identified here are the Fair Value View and the 
Alternative View." The latter title is justified because many of its ideas are sup- 
ported by alternative views attached to IASB pronouncements. Another reason 
for using this rather bland description is that many of the attributes of that view 
are too easily associated with consequences that do not necessarily follow from 
them. For example, if it were described as ‘a stewardship view’ there could be an 
inappropriate belief that this necessarily implied a preference for historical cost 
measurement. 


The Fair Value View 

This is a view that is apparent in many of the proposed revisions of the Frame- 
work. Some of its features are also in the existing Framework. This broad view 
would be supported by a significant number (but not necessarily a majority) of 
members of the FASB and the IASB, and possibly by a majority of the staff who 
have worked or are working on the frameworks of the two boards." Because of 
its articulation by professional standard setters (albeit with individual differences 
of view on some aspects) this has been more clearly expressed in a ‘joined up’ 
systematic way than has the Alternative View. 

The main features of the Fair Value View are: 


e Usefulness for economic decisions is the sole objective of financial reporting. 

e Current and prospective investors and creditors are the reference users for 
general purpose financial statements. 

¢ Forecasting future cash flows, preferably as directly as possible, is the principal 
need of those users." 

e Relevance is the primary characteristic required in financial statements. 

e Reliability is less important and is better replaced by representational faithful- 
ness, which implies a greater concern for capturing economic substance, and 
less with statistical accuracy. 


“A similar (but not identical) identification of two schools of thought is made at the end of Andrew 
Lennard’s very interesting and insightful paper on ‘Liabilities and How to Account for Them’ 
(2002). 


Staff opinions are not expressed in public, but staff recommendations are expressed to the boards, 
although only on issues that are referred to them. However, staff do author published papers and 
their views are sometimes expressed quite forcefully there (e.g., Johnson, 2005). 

© Directly’ means that the measure summarizes expected future cash flows, as in a discounted 
present value. 
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e Accounting information needs ideally to reflect the future,” not the past, so 
past transactions and events are only peripherally relevant. 

e Market prices should give an informed, non entity specific estimate of cash flow 
potential, and markets are generally sufficiently complete and efficient to 
provide evidence for representationally faithful measurement on this basis. 


The implications of the Fair Value View are: 


* Stewardship is not a distinct objective of financial statements, although its needs 
may be met incidentally to others. 

e Present shareholders have no special status amongst investors as users of 
financial statements. 

e Past transactions and events are relevant only insofar as they can assist in pre- 
dicting future cash flows. 

e Prudence is a distortion of accounting measurement, violating faithful representation. 

e Cost (entry value) is an inappropriate measurement basis because it relates to a 
past event (acquisition) whereas future cash flow will result from future exit, 
measured by fair value. 

e Fair value, defined as market selling (exit) price, as in SFAS 157(FASB, 2006), 
should be the measurement objective. 

© The balance sheet is the fundamental financial statement, especially if it is fair 
valued. 

* Comprehensive income is an essential element of the income statement: it is 
consistent with changes in net assets reported in the balance sheet. 


The Alternative View p 

As indicated above, the Alternative View is more difficult to articulate than the 
Fair Value View because it is drawn from a diverse range of constituents of the 
standard-setting process who are typically commenting on particular issues from a 
practical perspective, rather than attempting to develop a coherent model of 
financial statement presentation in the manner of the authors of the Framework. 
However, this does not mean that an alternative systematic view of the world 
does not exist and would not attract wide support as an alternative to the Frame- 
work, although it does mean that there are probably a number of variations that 
would be favoured by different constituencies. Below is an attempt to articulate 
what might be termed an ‘enlightened’ Alternative View. This would be supported 
by somebody who did acknowledge the merit of setting accounting standards 
based on a systematic set of principles and who did recognize the necessity for 
accounting practice to change in order to meet the needs of users of accounts. It 


Mary Barth (2006), an IASB Board member, provides a useful discussion of the orientation of 
accounting information towards the future, making clear the distinction between recognition (only 
present rights and obligations should be recognized) and measurement (expected cash flows from 
those rights and obligations may affect their measurement). She views measurement from a fair 
value perspective. Michael Bromwich (2004) provides a discussion of future-oriented information 
from an alternative, deprival value perspective. See also Rosenfield’s discussion in this journal of 
the way to report ‘prospects’ data within a fair value reporting system (2008, pp. 48-60). 
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therefore precludes the totally reactionary views (not uncommon among busy 
people who are preoccupied with the daily problems of running their business) 
that nothing in current practice needs to be changed, that financial reporting 
standards are an unnecessary interference in business, and that thinking concep- 
tually about accounting is an academic, ivory-tower activity of no relevance to the 
real world. 

The main features of the Alternative View are: 


e Stewardship, defined as accountability to present shareholders, is a distinct 
objective, ranking equally with decision usefulness. 

e Present shareholders of the holding company have a special status as users of 
financial statements. 

e Future cash flows may be endogenous: feedback from shareholders (and markets) 
in response to accounting reports may influence management decisions. 

e Financial reporting relieves information asymmetry in an uncertain world, so 
reliability is an essential characteristic. 

© Past transactions and events are important both for stewardship and as inputs to 
the prediction of future cash flows (as indirect rather than direct measurement). 

e The economic environment is one of imperfect and incomplete markets in which 
market opportunities will be entity-specific. 


The implications of the Alternative View are: 


e The information needs of present shareholders, including stewardship require- 
ments must be met. 

e Past transactions and events are relevant information and, together with reliability 
of measurement and probability of existence, are critical requirements for the 
recognition of elements of accounts, in order to achieve reliability. 

e Prudence, as explained in the current LASB Framework and in the ASB’s 
Statement of Principles, can enhance reliability. 

e Cost (historic or current) can be a relevant measurement basis, for example 
as an input to the prediction of future cash flows, as well as for stewardship 
purposes. 

e The financial statements should reflect the financial performance and position 
of a specific entity, and entity specific assumptions should be made when these 
reflect the real opportunities available to the entity. 

e Performance statements and earnings measures can be more important than 
balance sheets in some circumstances (but there should be arithmetic consist- 
ency—articulation—between flow statements and balance sheets). 


18 A feature of standard-setting has been the constructive engagement of the academic and business 


communities. Standard-setting bodies have always been well stocked with experienced practitioners, 
but there have also been notable academic inputs. For example, David Solomons was a member of 
the Wheat Committee that devised the FASB and Robert Sprouse was one of FASB’s first members. 
Robert Sterling and Paul Rosenfield were also early members on the FASB. In the U.K., both the 
Chairman (David Tweedie) and Vice-Chairman (Brian Carsberg) of the ASB, at its inception, 
started their careers as full-time academics. 
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A Summary of the Two Perspectives 

The Fair Value View emphasizes the role of financial reporting in serving investors 
in capital markets. It seeks accounting information that has a forward-looking. 
content, impounding future cash flows from a non entity specific market perspective. 
It is most likely to achieve this when the reference markets are complete and 
competitive; ideally, perfect markets would be accessible. 

The Alternative View also seeks to serve investors, broadly defined, but it-gives 
priority to existing shareholders and regards stewardship as an important and 
distinct function of financial reporting. It too seeks accounting information that is 
relevant to forecasting future cash flows, but it assumes that this will often be - 
achieved by providing information that is useful input to investors’ valuation 
models, rather than direct valuation of future cash flows. Such information may be 
entity specific. This approach assumes that information asymmetry and imperfect 
and incomplete markets are common. i y 

Possible conflicts between these two competing world views have been apparent 
in a number of recent IASB pronouncements, and are discussed below. 

SOME IASB PROPOSALS WHERE THE AgTERNATIVE 
VIEW SUPPORTS CRITICISMS 


A number of the IASB’s proposals (in discussion papers, exposure drafts and 
standards) have been subject to strong criticism from constituents and, in some 
cases, alternative views from within the Board. The following list is by no means 
complete, but it illustrates instances in which criticisms reflect the Alternative 
View. The view expressed by the IASB and its partner, the FASB, usually is 
consistent with the Fair Value View. This is not surprising because the conceptual _ 
frameworks of the two boards, which guide their work, are also consistent with 
that view. 


The ‘Present Shareholder’ Focus 
IFRS 2, Share-Based Payment, adopts the grant date approach to measuring stock 
options. As soon as the grant is made, the option is an equity instrument and sub- 
sequent gains or losses in value are treated as transfers within equity rather than 
gains or losses. From the perspective of present shareholders, these gains and 
losses are real and should be reported transparently as such until the exercise 
date, when they are realized. A significant number of critics of tais standard advo- 
cated exercise date eee ee a ‘present shareholder’ perspective. 
The LASB Exposure Draft, Proposed Amendments to LFRS 3 (2005), proposes 
to amend the existing Deana (under IAS 27) of gains and losses on non- 
controlling equity investments in subsidiary companies (minority interests). This 
new treatment is based on the economic entity view, which regards non-controlling 
(minority) interests as equity of the group. Gains and losses on trading in minority 
shares are therefore treated merely as transfers between equity holders and 
reported in the statement of changes in equity rather than the income statement. 
However, such transactions are gains and losses from the perspective of the 
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shareholders of the holding company. An alternative view by three Board 
members (A V8-10) amplifies this argument. A similar alternative view is attached 
to the Proposed Amendment to IAS 27, Consolidated and Separate Financial 
Statements (June 2005, paras.AV1-3). 
= The current version’ of IAS 27 was revised in 2004, when minority interests 
' (now described as non-controlling interests) were classified as equity for presenta- 
tion purposes. The standard contains a dissenting opinion (DO1-3) by one member 
who foresaw the consequences of extending this approach to the recognition and 
measurement of changes in minority interests. 


Entity Specific Assumptions 

The IASB’s current standards do allow entity specific assumptions in some 
instances. Most notably, IAS 36, Impairment of Assets, bases recoverable amount 
on projected cash flows (when fair value is not an appropriate measure), and 
these will inevitably be based on entity specific management forecasts. As 
indicated earlier, impairment testing can be viewed as an application of prudence, 
so that IAS 36 defies the Fair Value View in two respects. 

IAS 37, Provisions, also allows entity specific assumptions in the estimation of 
‘the best estimate of the amount to settle an obligation at balance sheet date’ 
_ (IAS 37, 36). However, the proposed amendment (in the June 2005 IASB Exposure 
Draft) would narrow, but not eliminate, the scope for entity specific judgement, 
by moving closer to the FASB’s fair value measure (Exposure Draft, IAS 37, 
Amendments to IAS 37, June 2005, BC77-8). The proposed measure is: ‘the 
amount that it would rationally pay to settle the present obligation or to transfer 
it to a third party on the balance sheet date’. Transfer to a third party implies a 
market transaction, which is a step towards fair value. 

The entity specific issue has also arisen in the revenue recognition project, 
where one proposed model advocates that obligations to customers should be 
measured at fair value, that is, to reflect the costs that a neutral ‘market particip- 
ant’ would bear, whereas an alternative would be to reflect the expected costs of 
the. entity holding the obligation. A specific application of this problem arises in 
the IASB’s recent disctission paper on Insurance Contracts (2007). The preferred 
‘exit value’ model can be interpreted as a fair value measurement, but fair value 
would exclude entity specific assumptions, whereas in practice entities are likely 
- to rely substantially on evidence derived from their own business models, so the 
IASB has reserved its judgment as to whether the approach should be described 
as fair value. . 


The Relevance of Cost 
The use of cost measures is widespread in the standards of the IASB and the 

ASB, particularly for initial recognition of assets and liabilities, but also many 
assets and liabilities are subsequently carried at historical cost or amortized cost. 
When items are revalued, this is usually at fair value. We have seen that the SFAS 
157 proposals would preclude fair value from being interpreted as replacement 
_ cost (‘entry’ values), although replacement cost might be used as a proxy for fair 
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value in the absence of other measures, at the bottom of the measurement hierar- 
chy. This would change current practice in areas such as IAS 16, Property, Plant 
and Equipment, and IAS 17, Leases, where replacement cost may seem to be a 
more relevant measure of future cash flows for assets that are to be used in the 
business, and which therefore represent future costs saved rather than future 
revenues earned. 

The rejection of cost in favour of fair value selling price at initial recognition is 
particularly controversial. This gives rise ta ‘day 1’ profits on financial instruments 
(IAS 39). Such profits rely on the entity being able to realize the asset at fair value 
in the future. Therefore, some would argue zhat the profits are not yet ‘earned’ at 
day 1, which is why retailers are usually required to record their stock at cost 
rather than a higher retail price.” 

In the exposure draft to revise IFRS 3 on business combinations, the proposal 
to change from a cost allocation model to cne based on the fair value of the whole 
acquired entity has been very controversial, with extensive alternative views by 
board members (AV1-20). One of the criticisms made (AV18) is that purchase 
consideration including acquisition costs (which would be written off under a fair 
value measurement basis) best captures the economic substance of the acquisition 
transaction, reflecting the outlay which the acquirer must expect to recover. 


Reliability and Prudence 

The controversy on the proposed IFRS 3 revision raises a number of issues of 
reliability, particularly with respect to the measurement of ‘full goodwill’ 
(including goodwill in the acquired entity that is attributable to minority inter- 
ests). This depends on there being a reliable measure of the fair value of the 
acquired entity, rather than merely the portion that was acquired. Five board 
members proposed an alternative view to this proposal (AV1-7), on grounds of 
unreliability of measurement. 

The existing version of IFRS 3 also attracted a great deal of criticism from con- 
stituents, again with particular regard to its treatment of goodwill. Amortization 
of goodwill, the previous treatment, was abandoned in favour of impairment 
testing. Critics of IFRS 3 acknowledged that amortization is arbitrary (as is 
depreciation of tangible assets) but argued that it guaranteed the accountability of 
management for their expenditure on the acquisition, because over its lifetime the 
full cost of goodwill would be charged to profit. Under the impairment test, there 
is no guarantee of this, because of the difficulty of separating acquired from inter- 
nally generated goodwill (IFRS 3, Dissenting opinions, DO16). A related issue is 
that the impairment test is weaker than it need be because it does not include a 
subsequent cash flow test like that in the U.K. ASB’s original standard (IAS 36, 
Dissenting Opinions, DO6—10). Such a test might be regarded as an application of 
prudence, but so is the whole asymmetric principle of impairment testing. 


1 This type of criticism has a long history—see the discussion of the 1930s ideas of George Husband 
described in this journal (Reinstein et al., 2008, pp. 32-108). 
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Recognition Criteria 

The two recognition criteria in the existing IASB Framework are probability that 
the entity will receive future cash benefits (in the case of an asset) and reliability 
of measurement. The probability criterion has been eroded by some recent deci- 
sions of the IASB. 

IFRS 3, Business Combinations, and the consequential amendments to IAS 38, 
Intangible Assets, result in the withdrawal of the probability recognition criterion 
for intangible assets acquired in a business combination, on the ground that their 
measurement is at fair value, which incorporates assessments of probability. As 
explained earlier, this ignores element uncertainty, and it is inconsistent with the 
treatment of other intangible assets. A dissenting view to IFRS 3 (DO7) addresses 
this issue, as does a dissenting opinion on the revised JAS 38 (DO1-3). 

Using the same reasoning, IFRS 3 also removes the probability requirement 
for contingent liabilities acquired in a business combination because they are 
measured at fair value, and this too is addressed in DO7. 


Performance and Earnings 

The IASB has a long-running project on reporting financial performance. This 
has proved to be very controversial, and the project is now part of a joint FASB 
project, Presentation of Financial Statements. The main original aim of the 
project was to improve the presentation of the income statement to include a 
comprehensive income measure, sometimes referred to as ‘clean-surplus’ income. 
This might be achieved by having two statements (as in the U.K. ASB’s FRS 3 
format, and one of the options in the FASB’s current standard) or one. Some 
IASB board members had a strong, publicly expressed preference for a single 
statement and also an aversion to prescribing sub-totals such as operating 
income. 

This was the main source of opposition, particularly from preparers of accounts, 
but also from some users, who saw a measure of operating income as an import- 
ant indicator of management performance and an important input to valuing the 
entity. It is easy to stylize this attitude as resistance to change or management 
wanting something below operating profit in which to hide bad news, but there is 
a more worthy rationale. In many businesses, the operations and margins on oper- 
ations are drivers of cash flow and, in such cases, it may well be very informative 
to separate these ‘core’ activities from other activities such as financing or non- 
core investments such as property ownership. A vivid illustration of this approach 
is given in a recent paper by Penman (2007), which uses the example of valuing 
the Coca-Cola Company to show how cost-based earnings numbers can be used 
effectively in valuation.” 


2 The Penman paper uses historical cost earnings for illcstrative purposes. This does not preclude 


current replacement cost, if it were available, from providing an even more useful measure. This is 
compatible with the Alternative View expressed in this paper. That view does not deny the potential 
usefulness of current values (entry or exit) when they can be reliably measured and are relevant to 
the circumstances of the entity. 
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CONCLUDING THOUGHTS: WHO IS RIGHT IN THEORY? 


The advocates of fair value, and more broadly the Fair Value View, have a con- 
sistent view of the world that appears to have attractive attributes of coherence 
and simplicity from a theoretical standpoint. It is therefore tempting to dismiss ` 
it as ‘alright in theory but not in practice’. However, it shouid be noted that the 
theoretical underpinnings of the Fair Value View are fairly intuitive and simplistic. 
Previous advocates of exit value, notably Chambers (196€) and Sterling (1970), 
developed much more comprehensive theories of business reporting and 
measurement and would not have been unqualified supporters of the Fair Value 
View, as outlined above.”! 

The Alternative View, on the other hand, arises from a variety of people with 
diverse views, commenting on specific issues, often from a practical standpoint. 
Thus, on the surface at least, it is possible to regard it as somewhat incoherent, 
pragmatic and lacking in theoretical foundations. Such an approach might be dis- 
missed as ‘practical but not alright in theory’. Neither of these conclusions would 
be correct. As we have seen, the two views are based on different assumptions 
about the nature of the economic environment, and it is the accuracy of these 
assumptions that determines the relevance of the respective views to accounting 
standards. 

If we accept that the world is not characterized by perfect and complete markets, 
the Fair Value View loses rauch of its attraction, because it does not relate to 
the real world in which standard setters operate. In this sense, it is not ‘alright in 
theory’ because good theory, from the standard setter’s perspective, should be 
relevant, as well as logically coherent. 

The Alternative View, on the other hand, does relate to the real world of market 
imperfection, but it does not offer simple, coherent solutions. The solutions that 
come out of the Alternative View will have a much greater entity or industry 
specificity, perhaps even allowing more judgement, which tends to offend the 
orderly instincts of standard setters. However, the Alternative View does not lack 
theoretical support. Hicks (1946) is a standard reference for writers on income 
measurement, and careful readers cf his work (of whom there seem to be fewer 
than those who refer to it) will recali that Hicks confined his analysis of income to 
static theory (not a realistic view of the business world) and rejected its use in 
dynamic analysis. In that context, he wrote of Income, Saving and Depreciation: 


In spite of their familiarity, I do not believe that they are suitable tools for any analysis 
which aims at logical precision. There is far too much equivocation in their meaning, 
equivocation which cannot be removed by the most painstaking e=fort. At bottom, they 
are not logical categories at all: they are rough approximations, used by the business 
man to steer himself through the bewildering changes of situat:on which confront him. 


21 Chambers’ reservations have been noted earlier (note 13). Sterling was extremely careful to point 


out that his ‘conclusions are restricted to trading assets in a trading firm’ (Sterling, 1970, p. 36) and 
he acknowledged the difficulties caused by market imperfections. Moreover, unlike the advocates 
of fair value, he advocated the deduction of transaction costs from exit prices in order to establish 
exit values (p. 327). For a summary of Sterling’s later ideas, see Lee and Wolnizer (1997). 
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For this purpose, strict logical categories are not what is needed; something rougher is 
actually better. (p. 171). 


The Alternative View is compatible with Hicks’ ‘rough approximations used by 
. the business man’ and, although standard setters may hope to smooth out the 
roughness as much as possible, some will remain. 

Theoretical support foz the Alternative View can also be found in the classic 
work of Edwards and Bell (1961), who were also economists by training. Their 
analysis emphasized income, rather than the balance sheet (although their system 
did incorporate ‘clean surplus’ articulation of total gains with the balance sheet), 
and considered how ex post accounting income, based on past transactions and 
events, could be used to evaluate performance, using current cost measures rather 
than fair values (which would be included in what they described as ‘opportunity 
costs’). A great deal of subsequent theoretical work by others during the so-called 
‘golden age’ of accounting theory in the 1960s and during the subsequent debate 
on inflation accounting was in the Edwards and Bell mould and compatible with 
the Alternative View. 

On the level of pure theory, an important paper by Beaver and Demski (1979) 
demonstrated that income is an ill-defined concept in a world of imperfect and 
incomplete markets and that, in such a world, accounting has the role of providing 
useful information rather than definitive measures: a conclusion consistent with 
that of Hicks. Ironically, in the perfect market conditions in which income is a 
well-defined concept, it is not needed, and neither are financial statements: all of 
the relevant information is impounded in the present value of the entity, which is 
its market price in a fully informed market.” In the same spirit, when Fischer 
Black (1993), the pioneer of option pricing theory, came to express his views on 
how to improve financial reporting, these were very pragmatic and based upon 
providing information that would help to identify sustainable earnings, rather 
than offering a Fair Valve View. 

One reaction to the problem that it is not possible to deduce a general, the- 
oretically ‘correct’ accounting measure in a world of imperfect and incomplete 
markets has been for many academics to retreat from theoretical or normative 
work into empirical studies of how markets react to accounting information, as a 
test of usefulness. This is unfortunate because such tests can only study what is 
observable, so that they cannot develop or test new reporting methods: that duty 
has thus been thrust on the standard setters and on practitioners. A more con- 
structive approach might be to recognize that theories are not likely to offer pana- 
ceas such as a universally valid single measurement method and instead to work 
in a more limited way <o solve specific problems. Certainly, this approach has 
worked well in the related discipline of Economics. Keynes (1930), many years 


%2 A recent paper by Hitz (2007) evaluates the decision-usefulness of fair value accounting both from 
the measurement perspective and from the informational perspective that Beaver and Demski 
identify as being the apprcpriate role for financial reporting in a realistic setting of imperfect and 
incomplete markets. The conclusion of this evaluation is that the case for fair value measurement 
is supported only when reliable market values are available. 
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ago, hoped for economists to develop in this way and they have largely achieved 
this, by developing tools of analysis, such as game theory or agency theory which 
can be applied to specific problems without claiming to provide universal solu- 
tions. Such models are already applied in areas of accounting, such as accounting 
disclosure.” It is suggested that the Alternative View is consistent with this type 
of theorizing and that it offers more fruitful practical application than the Fair 
Value View. 

One approach to accounting measurement which contains the elements of this 
approach and is already well-established in the academic literature is deprival 
value,* which provides an algorithm for choosing a measurement method (rather 
than prescribing one universal method) that is grounded in the economics of the 
firm. It is unfortunate, and perhaps indicative of standard setters’ current prefer- 
ences, that this approach to defining a measurement objective rather than a single 
technique has been omitted from the current list of measurement candidates 
being evaluated in the Conceptual Framework revision, on the ground that it is a 
hybrid approach, allowing for the use of more than one ‘pure’ measurement 
method. Therefore, the economists’ experience might be relevant to standard 
setters in their search for a conceptual framework. Perhaps the time has come for 
them to stop trying to work financial miracles (such as deriving a universal ‘best’ 
measurement method from a complex definition grounded in abstract measure- 
ment theory) but instead to follow Keynes’ advice and ‘manage to get themselves 
thought of as humble, competent people, on a level with dentists’. 
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MICHAEL BRADBURY 


Discussion of Whittinzton 


In this Abacus Forum edition, Whittingon (2008) critiques the International 
Accounting Standards Board’s ‘perceived preference for fair value’. This is 
achieved by using the ‘alternative views’ expressed im the IASB’s discussion 
papers on fair value (IASB, 2007) and the conceptual framework (IASB, 2006). 

My commentary on Geoffrey Whittington’s Ferum paper comprises three parts. 
The first discusses the alternative views published by IASB in relation to attri- 
butes of the conceptual framework and the joint IASB/FASB project in particular. 
The second compares the underlying characteristics of fair value accounting with 
these alternative views. The third delves into particular International Financial 
Reporting Standards to further illustrate the dissenting viewpoints that have teen 
expressed. 

Alternative views are zhe opinions of individuals written on a piecemeal basis 
to dissent from IASB discussion papers, exposure drafts, and JFRS. Whittington 
moulds these alternative views to offer an Alternative World View (AWV), which 
is then compared with a Fair Value View (FVV). Theze is prior literature that 
uses these dissenting views to criticize fair value accounting: examples include the 
briefing paper on the [ASB’s proposals on insurance ccntracts (ASB, 2007), dis- 
cussion of principles-based and rules-based accounting (Benston et al., 2006), and 
discussion of accounting for liabilities (Lennard, 2002}. Whittington provides a 
more comprehensive and cohesive set of arguments. Assembling and establishing 
the links between the alternative views is not an easy task and is the paper’s 
contribution to the literature. 

This commentary does not focus on the first part of the paper.’ However, I 
touch on the issue of the ‘perceived preference for fair value’. This is followed by 
questioning the characterization of fair value accounting in Whittington’s FVV. I 
then discuss the preferred measurement objective. This section incorporates my 
‘world view’ on what I think is the underlying problem. Before concluding, I raise 
the question of whether alternative views should be included in the standard 
setter’s publications. 

Whittington notes tha: the AWV is informed by his cwn experiences in writing 
a number of the IASB’s alternative views. Similarly, this commentary is a product 


1 My views on the IASB discussion papers have already been expressed in comment letters to both 
the framework and fair value discussion papers. 





MicHAEL Brapsury (m.e.braibury@massey.ac.nz) is Prefessor in Accounting in the School of 
Accountancy at Massey University. The author is grateful to Geoff Whittington and Graeme Dean for 
comments on earlier drafts of this discussion. 
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of my own standard-setting experience with the New Zealand Financial Reporting 
Standards Board (2000-08), the International Joint Working Group of Standard 
Setters, Financial Instruments (1998-2000) and the International Financial Report- 
ing Interpretations Committee (2004-08)? 


THE FAIR VALUE CONSPIRACY 


Whittington gives the impression that the IASB (and FASB) are revising the 
framework with a hidden agenda to promote fair value. This begs the question: 
why is fair value becoming more generally accepted (at least by standard setters)? 
Is there a fair value conspiracy? 

The LASB and FASB have agreec that fair value accounting is the most relevant 
and reliable measurement objective for traded financial instruments. A logical 
extension is to use the same measurement objective to non-traded financial 
instruments. A major complaint about fair value is that it causes an accounting 
mismatch with other financial statement items that are not measured on a fair 
value basis. An obvious solution is to extend the use of fair value to new issues, 
transactions, events and conditions. Of course, some supporters of the published 
alternative views (Lennard, 2002; Benston et al., 2006; and Whittington, 2008) 
argue that current values are appropriate in some circumstances, but that fair 
value is only one of several current value methods. Furthermore, the alternative 
view supporters might conclude that fair value has hijacked the current value 
debate. However, any current value measure, other than fair value, would not 
eliminate the accounting mismatch created by fair valuing financial instruments. 

The impression from Whittington is that ‘the JASB’s perceived preference for 
fair value as a measurement objective is likely’ (p. 140). Hawever, it is not the 
IASB’s ‘perceived preference’ but the perception of others, fuelled by alternative 
view supporters. Liz Hickey (Director of Technical Activities at the IASB) and 
Sir David Tweedie (IASB Chairman) have stated there is no secret agenda to 
promote fair value accounting in the conceptual framework and other projects 
(see [ASCF, 2007). 


CHARACTERIZATION OF FAIR VALUE 


The second section of Whittington describes features of the conceptual frame- 
work that support the drive for fair value accounting and the features that support 
the AWV. Whittington notes that in articulating two world views ‘a degree of 
stylization is necessary’. I think the stylization of the FVV is incorrect.’ That is, 
I do not think that the objectives cf financial reporting, the needs of users, or 


Please note that the views in this paper are those of the author and should not be attributed to 
IFRIC or the FRSB. The views of IFRIC and FRSB are determined only after due process. 


I agree with Whittington on several issues, including a stronger role for stewardship, and the import- 
ance of current shareholders as primary users of financial statements. However, none of these 
diminishes my belief in the usefulness of fair value as the measurement objective. 
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TABLE 1 


COMPARISON OF FVV AND AWV USING FEATURES 
OF THE FRAMEWORK 


(Based on Whittington, 2008) 





Feature Implication 





Objective of financial reporting: 


e Usefulness for economic decisions Stewardship is not a distinct objective, 
is the sole objective (FVV) although its needs may be met 

e Stewardship is a distinct objective incidentally to others (FVV) 
ranking equally with decision 
usefulness (AWV) 


Users of general purpose financial reports: 


e Current and prospective investors Present shareholders have no special 


and creditors (FVV) status (FVV) 
e Present shareholders have special e Needs of present shareholders must 
status as users (AWV) be met (AWV) 
Principal need of users: 
¢ Forecasting future cash flows, e Past transections and events are relevant 
preferably as directly as possible (FVV) insofar as they can assist in predicting 
© Future cash flows may be endogenous... future cash flows (FVV) 


accounting reports may influence 
management decisions (AWV) 
Qualitative characteristics: 


e Relevance is the primary characteristic Prudence is a distortion of accounting 
(FVV) measurement (FVV) 
è Reliability is less important (FYV) è Prudence zan enhance reliability (AWV) 


e Reliability is an essential characteristic, 
because financial reporting relieves 
information asymmetry (AWV) 





the qualitative characteristics will lead to a specific measurement objective. If this 
were the case, the measurement objective would not be a missing part of the 
Framework. 

Table 1 extracts statements on the FVV and AWV from Whittington. It is 
incomplete and only lists the issues that I wish to discuss: the objectives of general 
purpose financial reports, the users of such reports, the principal needs of users 
and the qualitative characteristics. I comment on these features below. I leave it 
to the reader of Whittington to decide whether the ‘implications’ for the FVV and 
AWV logically follow the ‘features’ of competing world views. 


The Objective of Financial Reporting 
General purpose financial reports should provide relevant information for assess- 
ing wealth (e.g., the level of resources and obligations), wealth generation (the flow 
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of resources and obligations) and wealth distribution (including reinvestment). 
Therefore, such reports ought to be useful for assessing: 


e how well management has used the resources over which it has responsibility 
{e.g., the accountability or stewardship view); and 
e the allocation of resources between investments (e.g., the valuation view). 


In any particular situation, one of these views might dominate. For example, for a 
small private firm, where there is no market for shares, an assessment of manage- 
ment’s resource allocation decisions (i.e., the stewardship view) arguably is more 
important than the valuation use. 

The stewardship objective is necessary in the framework and is not inconsistent 
with fair value accounting. For instance, the stewardship objective serves as a 
reminder to managers who invest in electricity derivatives and then claim they 
cannot fair value them because there is no market. Stewardship also serves as a 
reminder to managers who want to distribute assets to shareholders at the carry- 
ing amount because they claim they cannot estimate their fair value. 

The New Zealand Statement of Concepts is sector neutral (i.e., it applies to both 
profit-oriented and public benefit entities]. Thus the ‘accountability’ and service 
performance objectives of financial reporting are emphasized more than the [ASB’s 
Framework. Developed under the Statement of Concepts, FRS 3, Accounting for 
Property, Plant and Equipment, requires the cost of a donated or subsidized item 
of property, plant and equipment to be its fair value at the date of acquisition 
(para. 5.22). This requirement in FRS 3 was primarily included for public benefit 
entities, which have strong accountability objectives. FRS 3 allows depreciated 
replacement costs where the fair value of the asset is not reliably determined 
using market-based evidence. However, the measurement objective is fair value. 

Whittington includes agency theory in the AWV as support for the stewardship 
objective. However, agency theory provides only limited support for the stewardship 
objective for general purpose financial reporting. Agency theory is used to describe 
contracting situations between principals and agents. In this situation principals 
have the ability to contract for their own information. Hence agency theory is 
primarily concerned with specific purpose financial reports. Of course, to lower 
the cost of contracting, general purpose financial reports might be used as the 
base from which to make adjustments. Debt agreements often require adjustments 
to generally accepted accounting standards when measuring leverage constraints 
(e.g., the exclusion of intangibles from the asset base or the inclusion of contin- 
gent liabilities in the debt base).° Fu-thermore, several regulatory authorities have 
accepted general purpose financial reports prepared under IFRS as having 
sufficient quality for analysts, current and future shareholders. 


4 There is commonality between these two views. For example, management might use financial state- 


ments to assess the allocation of resources to subsidiaries and divisions. In this case the financial 
statements would be regarded as specific purpose. However, to the extent that the same financial 
statements are used in the preparation of general purpose financial reports, the cost of such reports 
is lower. 


See Leftwich (1983) for a survey of debt contracting practices. 
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TABLE 2 


THE RELATION BETWEEN SELECTED CURRENT VALUE METHODS 





Current value 





| 





Market value Entity specific value 
Entry value Fair value Exit value Value-in-use 
(price plus (price) (price less (price plus 
transaction costs) transaction ‘management 
costs) skill intangible’) 





Users of General Purpose Financial Reports 

The AWV claims that current shareholders have a special status as a user of 
financial instruments. This is also true for fair value accounting. Current equity 
holders make decisions on whether to hold or sell their shares. Potential share- 
holders make decisions on whether to buy securities in entity A or in entity B. 
The information used for buying and selling ought to be the same. This is the 
‘fair’ in fair market value, which aims to estimate the transaction price between a 
willing buyer and willing seller: 


Fair value. Present market value; such sum as the property will sell for to a purchaser 
desiring to buy, the owner wishing to sell; such a price as a capable and diligent business 
man could presently obtain from the property after conferring with those accustomed to 
buy such a property. (Black’s Law Dictionary, 1951, p. 718). 


Focusing on the current residual equity holder has two further advantages. First, 
it makes the cost/benefit criteria operational. It is the current shareholders who 
pay for general purpose financial reports. It might be acceptable to enhance such 
reports for other users (e.g., creditors) as long as the cost to existing shareholders 
is not too great. Second, a focus on the existing residual equity holder is more 
likely to make a cleaner distinction between debt and equity. 


Reliability, Subjectivity, Verifiability 

Table 2 (discussed more fully in the next section) shows that current values com- 
prise the estimated market price, either adjusted for transaction costs {i.e., entry 
and exit values) or for ‘management skill intangibles’ (i.e., value-in-use). Fair 
value is an estimate of the (unadjusted) market price. Given that current values, 
other than fair value, are adjusted prices it is surprising that such bases can be 
considered more reliable, less subjective and more verifiable than an unadjusted 
price (fair value).° 


6 A notable exception to this generalization is the case of securities that are sold in markets where 
there is a buy/sell margin. Quoted bid-ask spreads provide evidence of entry and exit prices. However, 
these prices would need further adjustment for the capitalization of acquisition or deduction of 
direct selling costs, 
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Of course, a non-current value system (e.g., historical cost) might be considered 
by some to be more reliable, less subjective and more verifiable. It is not clear that is 
the case when, for example, under the cost method of accounting for property, 
plant and equipment the transaction date fair value is adjusted for the capitaliza- 
tion of transaction costs, the valuation adjustment (depreciation) is arbitrary (see 
Thomas, 1969) and based on an estimate of the residual amount at the end of 
the asset’s useful life. Surely the estimation of a future price is less reliable, more 
subjective and less verifiable than estimating today’s price. 


Prudence 
The issue of prudence was raised several times during the Forum. There seemed 
to be three notions of prudence held by various participants: 


1. The amount of evidence needed for a particular measurement. This would 
seem to be more related to verifiability and the task of auditors rather than 
standard setters. 

2. The impairment of assets. Of course, this type of prudence (i.e., the downward 
revaluation) is automatic under a current value system. Hence, holders of this 
view can only regard historical cost as the measurement ob‘ective. 

3. The bias in measurement error. It was argued (at the Forum) that this bias is 
justified on the basis that markets are asymmetrical. It is not obvious, at least 
to me, why asymmetrical accounting would reduce the information asymmetry 
found in markets. If prudence is implemented by management, how can it stop 
the bias in measurement by management? 


The U.K. ASB’s 1999 Statement of Principles, as quoted by Whittington, suggests 
prudence in judgment is required to ensure that ‘gains and assets are not overstated 
and losses and liabilities are not understated’. This can be achieved by deducting 
10% from all asset values and adding 10% to all liabilities. Those that support 
information asymmetry might prefer to use +15% for assets cr -5% for liabilities. 
True asymmetry supporters would no doubt want to use a different set of prudence 
adjustments the following year (say -7% and +12%). However, given that prudence 
adjustments are made at the discretion of management, it is most likely that in 
good times the adjustments will be larger and in poor times the adjustments will 
be smaller. This results in income smoothing. Furthermore, over time, the out- 
come (income smoothing) has become the ‘measurement objective’. Asymmetric 
smoothing adjustments do not meet the qualitative characteristics of neutrality, 
consistency, comparability and understandability (in that the level of prudence is 
not transparent). 


Preferred Measurement Objective 
The IASB project on fair value is still only in the discussion paper phase. Hence, 
the meaning behind the term ‘fair value’ is still on the table. I am not convinced 
that an exit value is the most appropriate measurement base for a liability. 

The IASB fair value DP and SFAS 15 view the ‘fair value’ of a liability from the 
wrong perspective. We can think of a transaction involving two steps: (1) the 
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TABLE 3 


THE RELATION BETWEEN EXIT AND ENTRY PRICES 





Market price 


Entry price = Entry price 


Asset ere ad Asset 


| | 


Receivable Payable Liatility 


Asset 
conversion 
process 


Cash Qs Cash 


eunnucucunn 





exchange and (2) the settlement. We can also view the exchange from two points 
of view: (1) the seller and (2) the purchaser. These are shown in Table 3. From 
the seller’s viewpoint, the most relevant price for the sale of an asset is the ‘exit 
price’. Thus, it seems reasonable to view the measurement objective of an asset as 
the exit value in an actual or hypothetical exchange. The seller does not have a 
liability but exchanges one asset for another (i.e., an asset for a receivable or 
cash). It is the purchaser that has the liability. From the purchaser’s perspective of 
the exchange, the entry price of the asset establishes the appropriate amount for 
the liability. It is the entry price of the liability that is the appropriate measure- 
ment basis. It is difficult to understand why, when moving from price to value, 
SFAS 157 and the [ASB Discussion Paper (2006) switch focus from the purchaser 
(entry) to the seller (exit price). 

At a conceptual level it doesn’t matter if the measurement objective is an entry 
or exit price, because in any exchange the entry price and exit price are the same; 
it is the ‘amount on the cheque’. However, at a practical level the different view- 
point might make considerable difference in the way in which fair value is meas- 
ured. From an entry value perspective, the fair value of the ‘liability exchange’ is 
the legal cash flows of the entity to satisfy the obligation (principal and interest) 
at the entity’s current borrowing rate (assuming the entity’s current business risk 
and leverage). Thus the fair value of a borrowing, from an entry perspective, is a 


7 Entry value and exit value can also be the same (at least conceptually) in perfect markets. Entry 
values and exit values are likely to differ because of market imperfections (including transaction 
costs). Furthermore, exit price and exit value are likely to be different due to market imperfections 
(including transaction costs). 


© 2008The-Author 


Journal compilation © 2008 Accounting Foundation, The Dovey o Senay 


1 
H 


175 FA P m S s 


pone | 


fa 


ABACUS 


‘hypothetical’ re-financing. This is much more realistic than a hypothetical sale of 
a borrowing—which is an extremely rare transaction. However, SFAS 157 and the 
IASB Discussion Paper provide a set of rules to factor in the attributes of a hypo- 
thetical purchaser of the liability (e.g., credit risk). This arises because the DP 
views the transaction from the wrong viewpoint. If entry value is the measure- 
ment basis of a liability, it is the credit risk of the reporting entity (i.e., the liability 
holder) that is relevant. 


THE PREFERRED MEASUREMENT OBJECTIVE 


I agree with Whittington, that the crucial issue for the joint IASB/FASB Frame- 
work project is the measurement objective. As a background for discussion, Table 2 
illustrates the relation between fair value and other current value methods.® ‘Fair 
value’, under the recent discussion paper (LASB, 2007), is an exit price (‘the price 
received to sell an asset’), ignoring transaction costs and free of entity specific 
assumptions. Entry value is the replacement price with the capitalization of acqui- 
sition transaction costs. Exit value is the selling price less selling transaction costs. 
Value-in-use is an example of a current value method that is based on entity- 
specific assumptions. Value-in-use can be thought of as the price plus ‘management 
skill’ (see Barth and Landsman, 1995). 

What should the measurement objective be? My view is that it depends. It 
depends on what decision has to be made. In an ideal world we could report multi- 
column financial statements and have governance and incentive systems to report 
truthfully (see Ronen, 2008).’ A current perception of accounting raises headlines 
such as ‘lies, damned lies and managed earnings’ (Loomis, 1999). Researchers view 
‘abnormal accruals’ as earnings management. These views are aided and abetted 
by the current reporting system. By current practice I mean the ‘mixed attribute 
model’. In my opinion the mixed attribute model causes problems, not because 
multiple measurement methods are inappropriate, but because it accepts multiple 
methods as the measurement objective. 

Under the mixed attribute model, multiple measurement objectives exist. That 
is, without a measurement objective in the Framework, standard setters are 
at the mercy of a mixed attribute model supported by alternative views (although 
possibly not by the AWV, which seems to lean towards deprival value). Multiple 


This is not a comprehensive schema, nor is it the only way current values can be classified; see 
Nobes (2001) and Miller and Loftus (2000). Furthermore, all of these terms have a long history 
and were well canvassed in the in the price level accounting debates in the 1960s--80s (see Tweedie 
and Whittington, 1984; Clarke, 1982). 


There is increasing evidence that multi-column matrix financial statements can be understood, and 
may even be better, than a single column statement (see Tarca et al., 2008). 


The mixed attribute model allows multiple capital maintenance concepts, ia that revaluations can 
go either to income (financial capital) or direct to equity (physical capital). 
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measurement objectives, supported by the anarchy of alternative views, have 
created a number of undesirable features in accounting: 


e Prior to IAS 39, it allowed losses on financial instruments to be reported as 
assets; 

e Prior to IAS 39, it allowed losses on instruments to be off-balance sheet; 

e It allows basis accounting (e.g., accounting for assets at the forward rate of for- 
ward contract used to hedge the asset); 

e It allows managers to cherry pick, such as using asset sales (e.g., Bartov, 1993, 
Hermann et al., 2003); and 

e It allows managers to structure transactions to achieve a particular result (e.g., 
to structure the terms of a lease to achieve operating lease accounting). 


The mixed attribute model has made it acceptable for accountants not to exercise 
professional responsibility to perform a fundamental task of accounting—to meas- 
ure. It is easier to smooth (by dividing goodwill by 10, 20 or 40). It is easier to 
ignore assets (by expensing research and development expenditure). It is easier 
to ignore volatility and measurement uncertainty rather than report it. It has led 
to accounting practice being dominated by rules and exceptions rather than pro- 
fessional judgment. The collection of rules, exceptions and multiple accounting 
methods in IAS 39 (e.g., held-for-trading, available-for-sale, through income, cost, 
held-to-maturity, plus exceptions for hedge accounting) are a product of the 
mixed attribute model rather than the adoption of fair value accounting.” 

Standard-setting is a piecemeal activity. The Current Cost Accounting debates 
in the 1970s and 1980s and the Joint Working Group for Financial Instruments 
exposure draft (2000) indicate that we cannot simply switch accounting paradigms. 
Hence an incremental approach is necessary. My suggestion for the next incre- 
mental step is to adopt fair value as the measurement objective. Fair values (i.e., 
exit prices) are more reliable and less subjective than exit values, entry values and 
value in use (all of which require adjustments to exit prices). Furthermore, there 
is recent support for fair value accounting from analysts. The CFA Institute has 
stated that fair value is ‘the most relevant information for financial decision 
making’ (CFA, 2007). 

The distinction between a measurement objective and measurement methods 
is important. We should allow experimentation with measurement methods to 
achieve a particular measurement objective. For example, depreciated historical 
costs (method) might be a low cost method to estimate fair value (objective). We 
should also experiment with governance systems (e.g., Ronen, 2008). With experi- 
mentation, at some future date we might begin reporting different measurements 
in different columns (i.e., multi-column reporting). 


Held-for-trading and available-for-sale have the same measurement objective but differ in the 
capital maintenance concept. 


12 Also, see Walker and Jones (2003) for a comparison and evaluation of alternative asset and 


liability attributes. 
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DO WE NEED ALTERNATIVE VIEWS? 


One issue that was not raised at the Forum, but that is worth reflecting on, is: 
should alternative views be separately acknowledged when a discussion paper, 
exposure draft or standard is issued? Clearly, support for discussion papers, 
exposure drafts and standards will rot be unanimous. My views on this reflect my 
standard-setting experience on the FRSB and the IFRIC The FRSB (and its 
predecessors) have promulgated New Zealand specific standards since February 
1973 (see Bradbury, 1998, for a brief history), without having alternative or dis- 
senting views. The exposure draft and final standard are accepted by constituents 
as the majority view of the board. Contentious issues, where there are serious dis- 
agreements among Board members, are raised for public comment in the ‘ques- 
tions for comments’ wraparound. The IFRIC also has a cansensus view and any 
alternative views are expressed within the Basis for Conclusions. The consensus 
view in IFRIC has the effect of voting on whether the draft interpretation is 
an (incremental) improvement on existing practice, not whether it is the best 
conceptual answer. 


CONCLUSIONS 


Whittington takes the opinions from individual alternative. views in IASB docu- 
ments to mould an Alternative World View. While the published alternative views 
have been through ‘due process’, they are not a framework and cannot replace a 
framework. In developing an AWV, Whittington does not undertake a systematic 
review of all dissenting views. The AWV does not purport to be complete. Nor 
is it consistent. For example, AWV supports both the amortization of goodwill 
and the prudence of impairing goodwill. Yet there is no acknowledgment that fair 
value accounting has made a more relevant and reliable initial measurement of 
purchased goodwill.”* 

There are many preferred measurement objectives in alternative views and it is 
not clear which set of these should replace fair value accounting. The AWV will 
be supported by those that support deprival value; those that support replacement 
cost accounting; and those that support historical cost accounting. Arguments 


The JWG had two dissenters. However, both of these ‘approved the release’ of the document. This 
raises interesting issues: What are the ‘in-house’ rules for making a diss:nting view? Should board 
members be able to dissent against a principle contained in the Framework? 

1 In IFRS, alternative (or dissenting) views are added at the end of Basis for Conclusions. However, 
there is no basis for distinguishing alternative views from other minority arguments in the Basis for 
Conclusions, except that it is the whim of the dissenter. 


For example, Whittington does not include the dissenting views in IAS 39 that support a fair value 
approach rather than the mixed attribute model in IAS 39. 


It is more reliable because the uncer and over valuaion of assets and liabilities in a business acquisi- 
tion are impounded into goodwill. 
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made in alternative views will be used by accounting Luddites that want no 
change from current practice. However, the current value approaches in the AWV 
have more in common with fair value than historical cost accounting and the 
current mixed attribute model. Furthermore, if we made deprival value the 
subject of the critique, the alternative views would stil be considerable (i.e., it 
would include all replacement cost supporters, historical cost supporters, etc.) and 
it would also include all the fair value supporters. 

It is possible that replacement cost is a better measurement method on some 
dimensions; deprival value is better on other dimensions; and even historical cost 
is better on certain dimensions. However, it is still possible for fair value accounting 
to be, on average, the best. This is, of course, exactly what the Board members 
on the IASB/FASB, with their considerable collective expertise and diverse 
background, have decided after a ‘due process’ that has considered the views of 
constituents (including the alternative views). 
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To Fair Value or Not to Fair Value: 
A Broader Perspective 


Fair value is considered here with respect to the two primary objectives 
of financial statements proposed in the joint conceptual framework 
that is under development by the FASB and the IASB, namely (a) 
informativeness—to assist providers of capital in predicting, evaluating, 
and comparing the amounts, timing and uncertainty of future cash flaws, 
and (b) stewardship—to assist in evaluating how efficient and effective 
managers have been in enhancing shareholders’ value. More specifically, 
a comprehensive set of accounting measures and a set of corporate 
governance reforms intended to align corporate insiders’ and auditors’ 
behaviour and decisions with the interests of investors is outlined. 
Suggested reforms show how to present a mix of effectively historical 
quantifications, exit values, and the discounted values of future cash 
flows expected from the particularized use of combinations of assets 
within the firm. Additionally, the article describes how markets can be 
reformed in order to align the interests of the officers who prepare such 
accounts, and the auditors who certify them, with those of investors. These 
market-based reforms would require auditors to insure misrepresenta- 
tions, and managers to take equity to induce truthful reporting. Also 
included is a radical extension to earlier proposals by the author, requiring 
an officer of the company to make the market in shares in a way that 
would place limits upon the value of the insider’s private information. 


Key words: Conceptual framework; Discounted cash flows; Fair value; 
Insurance; Measurement; Truthful reporting. 


In September 2006, the FASB issued FAS 157, Fair Value Measurements. It 
addresses how companies should measure fair value when they are required to 
use a fair value measure for recognition or disclosure purposes under Generally 
Accepted Accounting Principles. FAS 157 establishes a common definition of fair 
value to be used throughout GAAP. In FAS 159 (2007), The Fair Vaiue Option for 
Financial Assets and Financial Liabilities, the FASB attempts to mitigate some of 
the problems created by FAS 133 (1998), Accounting for Derivative Instruments 
and Hedging Activities, by granting firms the option to apply fair values. 

On 13 November 2006, the International Accounting Standards Board (IASB) 
published for public comment a discussion paper setting out its preliminary views 


1 See also SFAC 7, Using Cash Flow Information and Present Value in Accounting Measurements 


(FASB, February 2000). 
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on providing consistency in the measurement of fair value, when already pre- 
scribed under existing International Financial Reporting Standards.” 

This paper evaluates the usefulness of the fair value measurement principles 
spelled out in FAS 157, which the IASB has decided to use as the starting point 
for its own deliberations on the subject.” The IASB plans to publish in 2008 an 
exposure draft of an IFRS on fair value measurements. Although both FAS 157 
and the planned IFRS address only the principles of measurement and do not 
require expanded fair value measurements beyond existing standards, I extend 
my own discussion to address the desirabi‘ity of the potential broadening of the 
requirements to include additional financial statement components beyond those 
for which a fair value measurement is already mandatory. 

Since it is impossible to consider the usefulness of fair value measures in a narrow 
context, I feel compelled to engage the readers in a wider debate concerning 
the framework for financial statements as a whole. Clearly, such a debate can be 
meaningful only if it is guided by the objectives of financial statements as stipu- 
lated in the FASB’s Conceptual Framework or as they are likely to be defined 
in the framework to be jointly developed by the FASB and the IASB. The two 
primary objectives that will guide my discussion are (a) informativeness—to assist 
providers of capital in predicting, evaluating and comparing the amounts, timing 
and uncertainty of future cash flows, and (t) stewardship—to assist in evaluating 
how efficient and effective managers have been in enhancing shareholders’ value.’ 

The principles enunciated or propcsed so far within the framework of the ongo- 
ing fair value measurements project have been crafted presumably in a manner 
consistent with the principles-based or objectives-oriented basis recommended by 
the SEC and agreed to by the FASB.° Consequently, the usefulness of the proposed 


The IASB included a fair value option in IAS 39, Financial Instruments: Recognition and Measure- 
ment (December 2003). An IASB amendment restricting the fair value option was published in 
June 2005 under the title, The Fair Value Option. 


In the discussion that follows, I operationalize the concept of ‘usefulness’ by referring to the objective 
of financial reporting in Chapter 1 of Preliminary Views on an Improved Conceptual Framework for 
Financial Reporting: Objective of Financial Reporting and Qualitative Characteristics of Decision-Useful 
Financial Reporting Information (FASB, 6 July 2006): ‘the objective of general-purpose external 
financial reporting is to provide information that is us2ful to present and potential investors and cred- 
itors and others in making investment, credit, and similar resource allocation decisions’. 


Other objectives that might come to mind that I do not consider in this paper include the provision 
of information that informs tax policy and other governmental decision-making, and furnishing 
information about external benefits or costs conferred or imposed on other entities or peoples, such 
as environmental impacts. While the objectives I do focus on in this paper might also lead to informa- 
tion that contributes to these other elternative objectives, the latter are not the focus of my inquiry. 


In July 2003, the staff of the Securities and Exchange Commission (SEC) submitted to Congress its 
Study Pursuant to Section 108(d) of the Sarkanes-Ox'ey Act of 2002 on the Adoption by the United 
States Financial Reporting System of a Principle-Based Accounting System. In March 2003, the 
FASB discussed the comments received on its own proposal on the subject and decided to pursue 
initiatives aimed at moving toward more objectives-oriented (principle-based) standards. An illumi- 
nating discussion of the distinction between principle-based and rule-based standards is provided in 
Bennett et al. (2006). 


182 


© 2008 The Author 
Journal compilation © 2008 Accounting Foundation, The University of Sydney 


TO FAIR VALUE OR NOT: A BROADER PERSPECTIVE 


measures cannot be assessed independently of the desirability of moving to such 
a principles-based system. In a similar vein, the SEC Study (see note 5) states that 
‘the revenue/expense view is inappropriate for use in standard-setting—particularly 
in an objectives-oriented regime’ (p. 30) and that ‘the FASB should maintain the 
assets/liability view in continuing its move to an objectives-oriented standard- 
setting regime’ (p. 42). The fair value measurement principles (henceforth FVMP) 
as well as the stated objective of requiring fair value measurement for a broader 
set of financial statements items appear to be largely consistent with the FASB’s 
agreement with this view, which gives priority to the definitions of assets and 
liabilities by defining the other elements (equity, revenues, expenses, gains and 
losses) in terms of changes in assets and liabilities and contends that analysing the 
assets and liabilities and their changes in a given arrangement is the most appro- 
priate approach to setting financial reporting standards.° 

The structure of this paper is as follows. The first section addresses the appro- 
priateness of the primacy of an asset/liability approach to standard-setting. The 
usefulness of the FVMP is then evaluated in light of the criteria of relevance 
and reliability. Drawing heavily on the article, “Relevant Accounting’ (Ronen and 
Sorter, 1972), the paper provides alternative concepts of fair value measures and 
discusses how they can be applied within an overall framework for financial 
reports so as to improve the usefulness of the reports and their contribution to the 
efficiency of resource allocation. The paper continues with a discussion of the 
problems surrounding an effective implementation of these alternative concepts; 
essentially, the proposed system would not be incentive compatible—tkat is, 
under existing corporate governance mechanisms, the relevant players (boards of 
directors, CEOs, audit committees and compensation committees) would not find 
it in their self-interest to create the necessary conditions for implementation. 

I then present a market-based reform based on a recent paper (Ronen and 
Sagat, 2007). Specifically, auditors would undertake to insure against losses 
suffered by shareholders as a result of restatements (as a first stage on the way to 
insuring any omissions or misrepresentations that occur in financial statements) 
and, in return, they would be immune from certain legal liability in civil litigation. 
As explicit insurers, their interests would be aligned with those of investors. 
Requiring insurance premiums to be publicized would introduce a signalling 
incentive to induce managers to improve the quality of their financial statements. 
Under such a scheme, I suggest principle-based standards and the broader frame- 
work would become both useful and reliable. 

Two other reforms that would complement the framework are discussed. The 
first involves a change in the structure of managers’ compensation. If managers 
are made to purchase shares periodically (or are granted restricted stock as part 
of their compensation), such that the price they pay is randomly selected ex post, 
their incentives can be fine-tuned to induce truthful reporting. The second, which 
may seem radical, is that a corporate insider (such as the CEO or a director} would 


€ FASB Response to SEC Study on the Adoption of a Principles-Based Accounting System (FASB, 
July 2004). 
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act as a market maker in the company’s steck. The responsibility to announce bid 
and ask quotes that commit the insider to buy or sell gives rise to a price that 
reflects the insider’s private information, thus disciplining accounting choices. 


THE ASSET/LIABILITY APPROACH 


The move to fair value measurement reflects the belief that a principal objective 
of financial statements, one derived from the two primary objectives mentioned 
above, is to measure the value of assets and liabilities in the balance sheet; the 
income statement would merely reflect the change in values of assets and liabilities 
during the accounting period. By contrast, the existing financial reporting system 
is skewed to what is non-euphemistically referred to as the ‘historical cost principle’ 
but perhaps more appropriately dubbed the ‘realized transactions principle’. 

Under the latter, the income statement is the primary focus, in that it summarizes. 
the history of transactions consummated between the entity and input and output 
markets and the value added as a result of such transactions—accounting income. 
In this case, recording transactions and accruing future cash inflows and outflows 
gives rise to assets and liabilities in the balance sheet, the measurement of which 
is a byproduct of the ‘realization’ principle of revenue recognition and the principle 
of matching expenses against revenues. Such measurements clearly depart from 
fair values and have been pejoratively referred to as ‘funny assets’ (Beaumont, 
2002). 

By the same token, however, fair value measurements give rise to ‘funny revenues 
and expenses’. Earnings are the byproduct of the fair value measures, and they 
are uninformative about future earnings and about value: presumably, value is 
already reflected in the balance sheet. As changes in value, earnings do not predict 
future value changes to the extent that value follows a random walk. On the other 
hand, the sequence, over time, of reported changes in values can be informative 
about business risk, as it makes possible the computation of return volatility. 
While under the realized transactions principle value is typically found through 
multiplying earnings by a price earnings multiple, under the fair value concept 
value is simply the reported fair value of net assets. 

Critics of historical cost accounting claim that it is ‘backward looking’. When 
revenues and expenses are properly matched, however, the system is in fact 
‘forward-looking’. Historical cost accounting purports to reflect value added by 
purchasing inputs, transforming them, and selling the output for more cash than 
expended in creating it. Although it does not report the value of the business, it 
facilitates its estimation because current profit margins typically predict future 
profit margins. 

Which of the two approaches (balance sheet versus income statement) is superior 
depends on which better accomplishes the objectives of financial statements. Since 
they have distinct features as discussed above, the first question that comes to mind 
is why not offer both? Why not have fair value balance sheets and transaction-based 
income statements? Of course, to do this we have to eliminate the requirement 
that the balance sheet and income statement articulate. Although this does not 
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involve any sacrifice of information, apparently articulation is too ingrained in the 
accounting culture to be given up. Hence, we have to view the two approaches as 
mutually exclusive. If so, we need to compare the two. This comparison would be 
easier if we imagine the two approaches to be perfectly implemented. In that case, 
the asset/liability approach would yield the ‘exact’ value of the firm, whereas the 
income statement approach would yield an income number that, when multiplied 
by a constant (price-earnings ratio), would yield the same ‘exact’ value.” That is, 
it would become a matter of indifference as to which approach is chosen. This of 
course is not helpful: the challenge is to compare two imperfect systems and to 
specify the informational inputs under either or a combination of the two (the 
latter subject to articulation) that maximizes the information content necessary to 
satisfy the objectives of informativeness and stewardship. This is the subject of the 
next section. 


THE FAS 157 APPROACH 


By necessity, the FVMP spelled out in FAS 157, the document about which the 
IASB has invited comments provides for imperfect, approximate measures of 
values. For example, it opts for an exit value measure Cefined (in para. 5) as ‘the 
price that would be received to sell an asset or pay to transfer a liability in an 
orderly transaction between market participants at the measurement date’. The 
measures are derived based on the perspective of market participants that hold 
the assets or owe the liability in a hypothetical market. There are three levels of 
fair value measurements: Level 1 refers to cases in which the market prices for the 
identical assets or liabilities are readily available from active markets, Level 2 
refers to cases in which hypothetical market prices must be estimated based on 
observable inputs, and Level 3 involves estimation based on unobservable inputs.® 

Are these measures likely to be relevant and reliable? First consider reliability.’ 
Level 1 measures, derived as they are from current observed market prices, 


7 Indeed, Fisher Black (1980) suggested that accountants should produce a number—permanent 


earnings—that is sufficient for forecasting future earnings. 
8 Under FAS 157, Level 1 inputs are quoted prices (unadjusted) observed in an active market for 
identical assets and liabilities that the reporting entity has the ability to access on the measurement 
date (para. 24). 

Level 2 inputs are inputs other than quoted prices included within Level 1 that are observable 
for the asset or liability, either directly or indirectly (para. 28); thse inputs include quoted prices 
for similar assets or liabilities in active markets (28a); quoted prices for identical or similar assets or 
liabilities in markets that are not active (28b); inputs, including cbserved interest rates and yield 
curves, volatilities, prepayment speeds, loss severities, credit risks, and default rates (see 28c); and 
inputs that are derived principally from or corroborated by observable market data by correlation 
or other means (28d). 

Level 3 inputs are unobservable inputs for the asset or liability that reflect the reporting entity’s 
own assumptions about the assumptions that market participants would use in pricing the asset or 
liability (including assumptions about risk) (para. 30). 


Defined in Concept 2 of the FASB’s Conceptual Framework as ‘the quality of information that 
assures that information is reasonably free from error and bias and faithfully represents what it pur- 
ports to represent’. 
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can be objectively determined and hence would meet the threshold of reliability. 
Levels 2 and 3, however, raise concerns. Level 2 involves estimations of fair value 
based on predictable relationships among the observed input prices and the value 
of the asset or liability being measured. The degree of reliability one can attach 
to these derived measures would depend on the goodness of the fit between 
the observed input prices and the estimated value. Measurement errors and 
mis-specified models may compromise the precision of the derived estimates. 
Nonetheless, Level 2 is not as hazardous as Level 3. In the latter, unobservable 
inputs, subjectively determined by the firm’s management, and subject to random 
errors and moral hazard, may cause significant distortions both in the balance 
sheet and in the income statement. Moreover, discounting cash flows to derive a 
fair value invites deception. 

To illustrate the insidiousness of discounted cash flows valuation, consider the 
‘Interest Only Strip’, shown as an asset in the balance sheets of specialty finance 
companies under FAS 140 (2000). This asset is simply the present value of a future 
stream of unrealized income, recorded as current income. And even though the 
prescribed rule is that the measure should ‘reflect the reporting entity’s own 
assumptions about assumptions that market participants would use in pricing the 
asset or liability’ (FAS 157, para. 30), the valuation is highly subjective and acutely 
sensitive to changes in assumptions. It is extremely difficult, even for a well- 
intentioned auditor, to dispute and reject the projections of a manager wishing to 
improve the appearance of his financial statements.’° This potential for abuse is 
grave in light of the known conflict of interest between managers and shareholders. 
Under the existing corporate governance regime, managers do not have the incentives 
to present fairly. Research has shown that in equilibrium, and on average, managers’ 
presentations will not be truthful (Ronen and Yaari, 2002). 

Now consider the criterion of relevance. Since the fair value measurements 
under FAS 157 are based on exit values, they do not reflect the value of the 
assets’ employment within the specific operations of the firm. In other words, they 
do not reflect the use value of the asset, so they do not inform investors about the 
future cash flows to be generated by these assets within the firm, the present value 
of which is the fair value ta shareholders. Thus, these exit values fall short of 
meeting the informativeness objective of financial statements. In a similar vein, 
they do not do well in serving the stewardship function, as they do not properly 
measure the managers’ ability to create value for shareholders. 

Nonetheless, exit value measures have partial relevance. Specifically, they quantify 
the opportunity cost to the firm of continuing as a going concern, engaging in the 
specific operations of its business plan; the exit values reflect the benefits foregone 
by not selling the assets. Were we to have measures as well of the benefits of continued 
employment of the assets within the firm, investors could compare these benefits 
to the opportunity cost (the exit values) to gauge the firm’s contribution as a 
going concern. Exit values also provide information that is helpful in assessing a 
certain aspect of the risk to which the firm is exposed. Namely, if the economic 


10 See also Benston (2006). 


186 


© 2008 The Author 
Journal compilation © 2008 Accounting Foundation, The University of Sydney 


TO FAIR VALUE OR NOT: A BROADER FERSPECTIVE 


environment worsens and the demand for the firm’s procucts and services slackens, 
the firm can always fall back on its assets and sell them for the reported exit 
values. In other words, exit values measure the minimum value to shareholders 
under adverse circumstances. The higher the exit value, the smaller the loss the 
firm is exposed to when things go wrong. Unfortunately, exit value measures are 
of little use by themselves, absent the ability to compare them with the value of 
employing the assets within the firm; only in conjuncticn with use values will exit 
measures convey meaningful information about risk and opportunity costs. 

In the following section, I briefly discuss a more comprehensive reporting frame- 
work that incorporates exit value measures in a way that enhances the relevance 
of financial reports. This framework is based on my werk jointly with George H. 
Sorter decades ago (Ronen and Sorter, 1972). But while this framework enhances 
relevance, there would be a need to create corporate governance mechanisms that 
encourage honest and unbiased reporting. I describe these mechanisms below. 


A COMPREHENSIVE REPORTING FRAMEWORK 


The informativeness objective—facilitating the prediction of future cash flows 
and their magnitude, timing and uncertainty—is derived from investors’ desire to 
predict future movements in market prices and identif* situations in which there 
are discrepancies between actual prices and intrinsic o- fundamental values. The 
latter are the risk-adjusted discounted value of prospective cash flows attributable 
to the firm. Such a calculation requires information about the future sequence of 
cash flows and the uncertainty surrounding them. However, the present account- 
ing model does not explicitly deal with expectations bout future cash flows or 
their associated risk. Ideally, therefore, accounting should (a) provide information 
useful for the prediction of cash flows, (b) provide information useful for assess- 
ing the risks of these flows, and (c) provide informaticn about the realization of 
expectations. The last of these is important for assessing the reliability of expecta- 
tions and the quality of managerial performance, as well as in facilitating the 
improvement of the forecasting process. 

It is well established in a world of information asymmetry that the role of 
accounting is to convey information that the firm has a comparative advantage 
in providing (Ronen, 1981). Although future cash Hows are determined by 
market forces, industry forces and the firm’s own actions, the best source of 
information about these cash flows must be the firm itself. Moreover, only the 
firm’s management has current knowledge of its specific decisions and plans. 
Hence, accounting would serve its role if management honestly communicated its 
own estimate of prospective cash flows through the aczounting reports (see, e.g., 
Lorie and Niederhoffer, 1968; Jaffe, 1974; Givoly ard Palmon, 1985; Seyhun, 
1986; Rozeff and Zaman, 1988; Lakonishok and Lee, 2001)."' How forecasts of 
cash flows should be communicated is of course a serious question. Management 


"The qualifier ‘honestly’ may well seem wishful thinking at this point. I address corporate govern- 
ance mechanisms to induce honest reporting below. 
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can legitimately protest that providing detailed forecasts may put the firm at a 
competitive disadvantage. Hence, a period of experimentation is required. As a 
first step, however, it is clear that no competitive advantage is compromised by 
summarizing the expected cash flows in the form of a single number—the present 
value of the expected cash flows—reflecting management’s subjective valuation 
of the firm. Even such a single measure would make reports more relevant to 
investors so long as it is unbiased; random forecasting errors of course cannot be 
avoided as a source of risk. A variety of risk measures are provided currently in 
financial statements, and the degree of uncertainty associated with these forecasts 
can also be required as part of the supplementary disclosures. Similar disclosures 
and the construction of diversified portfolios could mitigate and diversify away 
the risk associated with random forecasting errors. Biased forecasts present a far 
greater problem, but this can be dealt with by appropriate corporate governance 
mechanisms that induce honest reporting (see below).” 

To make financial reports comparable, management’s forecasts should be dis- 
counted by a rate that is constant across firms and not by the firm’s specific cost 
of capital. A reasonable candidate is a market rate of return, such as the com- 
posite equity rate of return of all stocks available and computed by the Center of 
Research and Security Prices of the University of Chicago. Such a rate makes it 
possible to communicate the magnitude and timing of future cash flows with no 
consideration given to the specific risks, other than market risks, associated with 
cash flows. This is superior tc discounting by a risk-adjusted Ciscount that would 
deprive users of financial statements of the ability to separate the amount of 
expected flows from their associated risks. Because a market rate is used to 
discount the flows, the resulting present value can be described as the market- 
risk-determined (MRD) value of the firm. 


Specific Advantage and Specific Residual 

While the MRD value of the firm summarizes the magnitude and timing of future 
cash flows, it does not by itself communicate the risk associated with these cash 
flows. An important dimension of risk can be communicated through the exit values 
of assets and liabilities. This is where the FAS 157 exit value measures come into 
play. Useful insights into some aspects of risk can be gained by comparing the 
MRD value with the exit value of net assets ‘the difference between the exit values 
of assets and those of liabilities). This excess of MRD value over the exit value of 
net assets is referred to as the specific advantage of the firm. On the other hand, 
the difference between the firm’s MRD value and the exit (market) value of its 
equity is defined as the specific residual. The specific advantage reflects expected 
cash flows that cannot be realized unless the firm continues its specific operations 
and assumes the risks associated with them. The exit value of net assets represents 


Ideally, management could provide the probability distribution of cash flows. This, however, would 
be too radical a departure from the present model. albeit certain supplementary disclosures (e.g., 
the risk disclosure requirements imposed on financial institutions) already mark a rudimentary 
beginning in that direction. Å 
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cash flows that could be realized if the firm does not continue its specific operations 
and is largely independent of the risks associated with the specific operations. 

The specific residual, on the other hand, reflects that portion of the expected 
flows that have not yet been captured by the market value of the firm’s equity (a) 
because the market assigns a risk factor to the firm’s expectations that is higher 
than the risk embedded in the market return or (b) because the market does not 
accept the magnitude of the cash flows as reflected in the MRD value, or (c) 
through a combination of these two. 

Significant elements o= risks can be assessed using these two differences. The 
larger the specific advantage, the higher the risk of realizing the expectations. For 
example, two firms with equal MRD value, where one firm has zero exit values 
(the specific-advantage firm) and the other has an exit value that equals the MRD 
value (the exit-value firm), are significantly different in their potential losses upon 
a failure of expectations to materialize. A total loss would ensue for the specific- 
advantage firm, but the latter’s individual assets could be sold separately. And 
although exit values could also decline, this decline is likely to be smaller than the 
potential decline in the firm’s MRD value, since positive exit values imply the 
existence of other uses for the firm’s assets. Other users may demand the assets 
not only to replicate the firm’s own business model but also to provide other prod- 
ucts and services. Thus, the higher the proportion of specific advantage to MRD 
value, the greater the firm’s exposure to a potential decline in its value. 

A specific-advantage firm is exposed to more risk since it is restricted in its 
alternatives: its assets have zero exit values. Moreover, the specific-advantage 
firm’s expectations may not be shared by anybody else, and their realization is less 
under the firm’s control than is the case for exit-value firms. If the firm’s expecta- 
tions are not accompanied by exit values of its assets, the expectations apparently 
are held only by the firm itself. That is, although the MRD value may reflect only 
one firm’s expectation, the assets’ exit values represent the mean expectation of 
more than one entity. The variance associated with exit values (mean of expecta- 
tions) is presumably smaller than that associated with expectations held by only 
one entity. Stated differently, to realize the portion of the firm’s value that is not 
reflected in the exit value of the assets requires the existence of a future market 
for which no evidence may yet exist and which will be determined by factors that 
are not under the firm’s control. 

The exit value of equity reflects the capital market’s evaluation of both the 
magnitude and the risks attached to the firm’s expected cash flows. If investors 
accept management’s forecasts and feel that the risk associated with the flows is 
correctly expressed through discounting by a market discount rate, then the exit 
value of the equity will equal the MRD value; if it is less, either the market does 
not fully accept the firm’s expectations or it attaches a greater than market risk to 
these expectations. Thus, the larger the specific residual, the larger the risk that 
attaches to the firm’s cash flows, regardless of which of these factors produce a 
divergence between the MRD value and the equity’s exit value. 

The specific residual and the specific advantage are incrementally informative. 
For example, a firm with a large specific advantage could at the same time have a 
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small specific residual (both relative to the MRD value). An innovative high-tech 
company such as Google may be such a firm. If demand for Google’s services 
slackens, the options are few—it has a large specific advantage. On the other 
hand, the small specific residual implies that the market shares Google’s forecasts 
and has validated them, as reflected in the prices of its securities. 


Past Transactions and Events 

Prospective cash flows and exit values alone would not fully satisfy the needs of 
either investors or management. To evaluate, audit and improve predictions of 
prospective cash flows, it is necessary also to communicate events that have 
occurred. This would allow users to evaluate management’s performance and pre- 
dictions, as well as to better predict and control future management performance, 
actions and policy. Unlike the manner in which past events are recorded under 
the current accounting model, however, data regarding past transactions should 
be separated into expected and unexpected components. This would help users 
evaluate the forecasts embedded in the MRD value of the firm in earlier periods, 
as well as the effectiveness of management. In addition, past events must be described 
not only in terms of historical cost but also in terms of their effect on exit values. 


The Reports 

The accounting reports under this framework would consist of a Balance Sheet 
and a Costs and Benefits Statement that is supported by two detailed statements: 
an income statement, which reports changes in the MRD value, and a Change in 
Asset Composition Statement, which reflects changes in the composition of assets 
and liabilities—an indication of risk. 


The Balance Sheet 

The balance sheet would report Historical Cost, Exit Values, Specific Advantage, 
and Total Economic Value. It would distinguish among major groups of assets. 
Even though the specific advantage results from the joint operation of assets, it 
might be possible to attribute incremental specific advantages (albeit non-additive) 
to individual assets and liabilities. 

As indicated, in addition to historical costs, exit value would be shown for indi- 
vidual assets. In the case of jointly operated assets, the exit value theoretically 
should be the amount for which the assets are sold in combinations that maximize 
proceeds from the sale. Exit values that are lower than historical costs result 
from the particularization of purchased assets (putting the asset to a specific use 
rather than selling it). For example, work in process may have a historical cost in 
excess of its exit value. The particularizaticn of a fixed asset will typically produce 
exit values that are below the historical cost as of the date of purchase, but this 
may be offset later by fluctuations in exit values. 


B See Ronen and Sorter (1972) for details, where the Change in Asset Composition Statement is 


referred to as the Realization and De-Realization Statement. 


1 This is consistent with the approach chosen in FAS 157. 
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The Costs and Benefits Statement 

The two major determinants of the firm’s value are the return (or magnitude of 
expected cash flows) and the risk associated with it. Thus, the benefits accruing 
to a firm should reflect koth these dimensions. The benefits may accrue to a firm 
either through an increase in the size of expectations (due to the passege of time 
or the revision of expectations) or through a reduction in the risk or uncertainty 
associated with the expectations. Similarly, the cost to a firm represents either a 
reduction of the magnitude of expectations or an increasing risk, or both. This 
dual nature of benefits and costs is not adequately described through either eco- 
nomic income (the difference in wealth between two points in time) or accounting 
income under the current historical cost model. Economic income does reflect 
changes in the magnituce and in the timing of expected cash flows, the present 
value of which is wealth. It reflects changes in risk only through changes in the 
discount rate used. Moreover, it aggregates expectations and risk into one measure. 
That is, changes in risk are not reflected explicitly. Furthermore, economic income 
does not explicitly differentiate among the varying uncertainties associated with 
the composition of assets: it makes no difference whether the cash flows are 
expected to result from assets not yet acquired, from inventory that has not yet 
been manufactured or from accounts receivable that have not yet been collected. 
Yet the certainty of real:zing cash flows from these different assets differs. 

By contrast, accounting income is affected only to a minor degree by expecta- 
tions and changes in expectations; it is concerned almost exclusively with realiza- 
tions. Thus both economic income and accounting income describe different 
aspects of the benefits that accrue to the firm. Neither fully describes all benefits. 
A more complete description should reflect toth expectations and changes in 
expectations as well as the pattern of realization and changes in this pattern. In 
the Costs and Benefits Statement, the benefits would be described as (a) the 
change in expectations (the MRD value, which consists of two elements—the pas- 
sage of time, quantified >y the imputed interest on the MRD value, and the revi- 
sion of expectations as of the end of the period, based on information obtained 
during the year, most notably the unexpected events shown in the detailed sup- 
porting statements), and (b) changes in realizations: change in the composition of 
assets from more specific and therefore more risky assets to relatively less specific 
and therefore less risky assets (benefits) or vice versa (costs). Consider, for exam- 
ple, the conversion of irputs to outputs. If these conversions were expected, the 
MRD value would remain unchanged. Nonetheless, the conversion is likely a 
benefit to the firm: the exit value of finished goods, for instance, would generally 
be larger than the sum of the exit values of the inputs; it would be reported in the 
Costs and Benefits Statement as an increase in exit values. The risk inherent in 
selling output already manufactured is less than the risk surrounding expectations 
that require both manufacturing and selling.” If changes in exit values are unexpected, 


15 The final stage of realization of course is the conversion of output to cash. Hence it is important to 
report exit values of cash assets and other assets separately in the Change in Assets Composition 
Statement. 
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they may also lead to a change in the MRD value, which would be shown as a 
revision of expectations. Increases in exit values would be broken down into pur- 
chase gains (excess of exit value over purchase cost); value added, which reflects 
an increase in exit values resulting from operating activities; and the increase in 
the exit value of assets that appreciated, which does not result from operating 
activities. Under costs would be shown decreases in the exit value of assets that 
declined in value, reflecting an increase in risk'®; and the purchase loss (excess of 
purchase price over exit value at the time of purchase). Another cost item is the 
imputed interest on the exit value of net assets; this amount represents opportun- 
ity costs—the returns forgone as a result of having held the essets, and it cannot 
be meaningfully added to the other costs. 

Two subsidiary statements would furnish additional details in support of the 
benefits and costs presented in the Costs and Benefits Statement: the income 
statement and the Change in Assets Composition Statement. 


The Income Statement 

The income statement would provide historical cost data and economic income, 
showing changes in the MRD value. Both would be broken down into expected 
and unexpected components. Historical income would essentially be communic- 
ated in the same manner as is done currently: a record of market transactions. 
Under economic income, operating income would be zero, since output would 
be quantified at its exit value: sales inflow and outflow would equal each other, 
although they would be presented separately. The sales outflow would be composed 
of two components: the exit value of the output recognized at the time of conver- 
sion and an increment in the exit value up to the time of the sale. For each of 
these components, a distinction would be made between an increase in the value 
of the inputs and the value added. For historical cost income, interest revenue 
would be interest earned on interest-bearing assets, and interest expenses would 
be the interest accrued on interest-bearing obligations. For economic income, 
interest revenue would represent the market rate of return imputed on the total 
assets of the firm (including its specific advantage); the interest expense would 
represent the market rate of return imputed to the firm’s liabilities. The net interest 
would represent the market rate of return imputed to the firm’s MRD value of 
firm-value growth as a result of the passage of time. Finally, the revision of 
expectations would be a component of economic income. 


The Change in Assets Composition Statement 

This statement reports the conversion of assets from risky ones to less risky ones 
and vice versa. Conversions from specific advantage into exit values of non-cash 
assets and from the latter to exit values of cash assets are realization events. 


6 This may or may not be associated with a decline in the MRD value of the firm. Indirectly, it may 


cause a revision of expectations to the extent it is unexpected. Such a revision would be reflected, 
as discussed, as part of the economic income in the Costs and Benefits Statement. If the decline 
was expected, the MRD value of the firm remzins unchanged, in which case the decline in 
exit values is offset by an equal increase in the specific advantage. 
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De-realization events are conversions from less risky assets to more risky assets. 
These events include conversion from exit values of cash <ssets to exit values of non- 
cash assets and from exit values of non-cash assets to specific advantage. Conversion 
of specific advantage to exit values may be due to (a) value added, (b) holding gains 
and (c) purchasing activities of the firm. If unexpected these events may affect the 
value only through the revision of expectations, which is separately reported. 

The communication of both expectations (MRD value) and exit values provides 
information useful to the assessment of risk and affords the means for highlight- 
ing the opportunity costs of both the entity and investors. At any given time, the 
exit value of the assets represents a universal opportunity cost (i.e., an opportunity 
cost that is independent of a particular manager’s decision alternatives and hence is 
independently quantifiable). The exit value of the equity represents the opportunity 
cost to investors holding their securities. By communiceting the MRD value, the 
firm makes possible the comparison of these opportunity costs with the expected 
benefits, that is, the level of expectations. The opportunity costs of continuing to 
operate the firm’s assets over a period of time are measured as (a) the interest, or 
the alternative return, that could have been earned on tie assets if separated from 
the firm, and (b) the decline in exit values of the assets over the period. Had the 
assets being sold initially, the imputed interest on the exit values could have been 
earned; further, the decline in exit values that occurred would have been avoided. 
These unavoidable opportunity costs can be compared with the benefits of having 
operated the firm, which consist of both realization benef.ts and increments in value. 

It is also possible to focus on the economic benefits and costs alone without 
considering risk. Thus the economic income can be compared with the alternative 
returns. The economic income would consist of imputed interest on the total net 
assets (including the firm’s specific advantage) plus the revision of expectations. 
The alternative returns—the benchmark against which economic income is compared 
—would be the imputed interest on the exit value of net assets. 

The comparison of expected events with past events zenerates information that 
improves the ability of investors and managers to assess the reliability of future 
forecasts, as well as to evaluate past performance (thus fulfilling the stewardship 
objective) and predict future performance (thus fulfilling the informativeness 
objective). Comparison between forecasts and actual occurrences for one firm 
over time will make it possible to judge the reliability sf these forecasts. Report- 
ing the differences between forecasts and actual occurrences for all firms makes 
it possible to judge the comparative forecasting ability of different firms. These 
comparisons would indicate to investors the extent to which they could rely on 
different firms’ forecasts and would provide managers with valuable feedback for 
improving their future forecasts. Furthermore, if forecasts and the achievement of 
forecasts are communicated for all firms, investors would be able to contrast the 
variability and measure the co-variability of a given firm’s flows and expectations 
with the flows and expectations of other firms. The extent of such variability is an 
important input into efficient investment strategies. 

The information provided by the proposed system would be more nuanced, 
more multidimensional, and therefore at first blush more difficult for investors to 
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use. However, one should keep in mind that it is far more difficult for investors to 
evaluate a company without the richer information set proposed. Furthermore, 
under my proposal, forecasts (MRD value), exit values and historical costs are 
provided separately such that the juxtaposition of the three makes it simpler to 
evaluate the prospects and the risk of the company”; in contrast, current financial 
statements mix together historical and implicit future values as well as fair values, 
thus making it difficult to assess the overall reliability of the statements. 

Also, one of the objections to exit values as proposed by FAS 157 is that they 
are measured in the context of hypothetical markets where selling the assets is an 
alternative seldom used. This objection is valid if only exit values are to be com- 
municated. Under the proposed framework, however, although the exit values 
would reflect a value, it would not be the only value. Moreover, exit values would 
be communicated not only for valuation purposes but also to provide a standard 
of comparison to facilitate the evaluation of risk and alternative returns. That is, 
exit values would serve as surrogates for many attributes relevant to information 
users. 


Is the Proposed System Incentive Compatible? 

Objections to discounted cash flow values typically centre on the necessarily sub- 
jective nature and hence lack of reliability of the estimates. Yet these problems 
are mitigated by also providing objective data that place the expectations in 
proper perspective. The proposed framework provides this context by commun- 
icating the MRD value of a firm only in conjunction with exit values and historical 
measures. 

Nonetheless, moral hazard and hazards cf misrepresentation may compromise 
the credibility of the expectations that form the MRD value. This is an especially 
serious problem in the early stages of implementation, when the sequence of fore- 
casts and their realizations is not long enough to allow for reasonable evaluation 
of management’s truthfulness. Corporate governance mechanisms now in place 
are not sufficient to elicit truthful reporting from managers.'* And although incen- 
tives for truthful reporting can be fine-tuned in a properly designed compensation 
package, the institutions responsible for creating such packages may not find it 
in their interest to do so. For example, one possible linear compensation scheme 
that could elicit truthful reporting would reward managers for higher magnitudes 
of expected cash flows as reflected in the MRD value of the firm, but penalize 


Making forecasts part of the mandatory accounting systems proffers the advantage that forecasts 
would be available for all companies so as to facilitate comparability. Moreover, systematic periodic 
mandatory reporting of forecasts along with actual realizations allows ex-post monitoring of the 
forecasts’ reliability. Also, note that FAS 157 sanctions forecasts as implicit in Level 3 fair value 
measurements. 


Witness the accounting scandals during the early years of this decade and the vast literature 
addressing the failures of corporate governance (Baber ef al., 1995; Levitt, 1998; Bratton, 2002; 
Cnaney and Philpich, 2002; Gordon, 2002; Brickey, 2003; Cox, 2003; Cunningham, 2003; Coffee, 
2004) and cooking the books. These perceived failures ultimately gave birth to the Sarbanes-Oxley 
Act of 2002. 
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them for deviations from the forecasts embedded in the MRD value, as reflected 
in the unexpected components of the income statement and the Changes in 
Assets Composition Statement. However, boards of direc-ors, acting as surrogates 
for shareholders, especially shareholders with short horizons, would lack incen- 
tives to design and enforce such a compensation scheme: short-horizon share- 
holders would be interested in exiting the firm at a profit (selling their stock) and 
hence would prefer managers to paint a falsely rosy picture of the firm’s future 
prospects rather than tell the truth (Ronen and Yaari, 2C02). 

The system proposed is principle-based, and similar moral hazard concerns will 
plague any principle-based accounting model, even when it is restricted to the cur- 
rent framework. Specifically, so long as a principle-bas2d system of accounting 
requires the reporting of particular items and accords managers and their auditors 
a significant degree of judgment in meeting those objectives, the flexibility so 
accorded will be abused, triggering costly litigation. A historical cost system is 
not free of judgments and estimations, and it would be especially vulnerable to 
abuse under principle-based or objective-oriented standards. However, a principle- 
based system can function effectively if the hazard of misrepresentation is 
eliminated. In other words, once the incentives of managers and auditors are aligned 
with those of investors, principle-based accounting standards can become effective 
and indeed superior to the bright-line rules that some claim have produced perverse 
incentives to structure transactions so as to obfuscate. In what follows, I describe 
corporate governance mechanisms that could encourage truth-telling and, as a 
result, facilitate principle-based accounting such as the system just proposed. 


INCENTIVE-COMPATIBLE MECHANISMS: 
THE ROLE OF GATEKEEPERS 


In the absence of truth-telling incentives, managers may report falsely. Mindful of 
some probability that a business is managed by unethical individuals, investors 
cannot rely on the financial reports without assurance of fair presentation. Managers 
with high ethical standards may wish to advertise their ‘righteousness’ to enhance 
the value of their shares. Yet nothing prevents managers with low ethical standards 
from engaging in false advertising. High-quality managers will hire auditors to 
attest to the veracity of their disclosures; the auditors will opine that there are no 
material misrepresentations in the client’s financial statements (the advertisements). 
A substitution will occur, as organizations with a higher concentration of unethical 
agents will require a greater investment of external audit resources. 

Auditors thus emerge as important gatekeepers. For their attestation to be 
credible, auditors must be perceived as ‘objective’ and ‘neutral’ qualified outsiders. 
They need to exert effort in detecting potential misrepresentation and to convince 
investors that they have done so. Auditors must face penalties if they do not do 
their job properly. Without such penalties, auditors’ pursuit of their own self- 
interest may induce them to collaborate with the ‘poor quality’ managers, dimin- 
ishing the credibility of financial reports. Presumably, in attempting to minimize 
such penalties, auditors will have an incentive to employ such procedures as will 
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enable them to detect biases in management’s representations. SEC enforcement 
actions and suits, as well as civil suits brought by stockholders, have constituted 
these penalties. The Sarbanes-Oxley Act of 2002 (SOX) imposes harsher penalties 
on directors and officers and restrictions on auditors’ services.” 

So far, however, the existing deterrents have proved ineffective in curbing 
abuses. One needs only to scan the headlines announcing one accounting irregu- 
larity after another to entertain no doubts about the failure of the current system. 
Furthermore, there is no reason to hope that increased fines and prison terms 
introduced by the Sarbanes-Oxley Act will make more than a marginal dent in the 
tendency to cook the books over the long haul. Why? 

The problem is that the incentives driving auditors’ behaviour are not properly 
fine-tuned to elicit unbiasec reports. In the current social arrangement, auditors 
operate under perverse incentives: they are paid by the companies they audit, so 
they are beholden to the CEOs and CFOs who ultimately decide on the hiring of 
their services. Although auditors are supposed to be the agents of the shareholders, 
in practice it is management that engages the auditor. Shareholders admittedly 
vote on management’s recommendation of which auditor to hire, but the decision 
is effectively handed over to management; widely dispersed share ownership and 
the mechanism of proxy voting result in many shareholders giving their proxy 
votes to management, and others refrain from voting altogether. This arrangement 
creates an inherent conflict of interest that is endemic to the relation between the 
client (the principal) and the auditor (the agent). The client-principal (management) 
who engages the auditor ultimately pays for the services and hence de facto struc- 
tures the latter’s compensation to elicit a clean opinion. 

Thus, even with changes in the auditor-client relationship mandated by the 
Sarbanes-Oxley Act of 2002 and supervision of auditors by the Public Company 
Accounting Oversight Board (PCAOB), the current relationship does not 
produce optimal results or, to put it more bluntly, does not work well for users of 
financial statements: ‘[D]espite these reform innovations, commentators identify 
continuing limitations in the structure of auditing’ (Cunningham, 2004a). Indeed, 
ignoring what might prove to be a transitcry, short-lived decline during the first 
half of 2007, rather than decreasing, the number of restatements has continued 
to increase since the enactment of SOX.” 

The increasingly complex environment of business and accounting standards 
aggravates the pressures put on the auditor, especially within the extremely 


Sarbanes-Oxley Act, Pub. L, No. 107-20¢, 116 Stat. 745 (2002). The Act prohibits auditors from 
providing most traditional non-audit services, such as bookkeeping, financial information systems 
design, appraisal services, fairness opinions, actuarial services, internal audit services, management 
functions, investment banking, legal and o-her expert services unrelated to the audit, and any cther 
services deemed by the Public Company Accounting Oversight Board to be impermissible. SOX 
(4(§ 201)). The Act also requires that all services (with some minor exceptions) be pre-approved 
by the audit committee and that such approvals be disclosed in public reports. SOX 7(§ 201—2)). 

% According to a Wall Street Journal article published on 31 July 2007, ‘the number of companies 

restating financial results nearly tripled, to 1403 from 513, between 2003 and 2006, according to 

proxy advisers Glass, Lewis & Co. In the first six months of this year, though, the number of companies 
with restatements fell to 698 from 786 in the year-earlier half’ (Lublin and Scannell 2007, p. B3). 
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competitive market for audit services. Given the difficulty of verifying valuations that 
are necessarily soft and subjective, an auditor who is paid by a potentially pre- 
varicating client is naturally tempted to adopt the client’s position. Thus, although 
some audit failures have been precipitated by incompetence and corruption, the 
subjective conditions that created audit uncertainty likely contributed to these 
failures. It certainly seems, whether proved empirically or not, that there are far 
too many restatements and earnings surprises. Although SOX may have elimin- 
ated the more egregious aspects of the fee-for-service conflict of interest, the 
problems inherent in a structural conflict of interest still exist, and history shows 
that periods of manifested greed are cyclical. 

Concepts-based stancards are not a panacea, however, since the standards must 
be ‘applied’ properly. Managers can still choose accounting treatments that do not 
reflect the underlying economics of a transaction. Managers, audit committees, 
and external auditors must have the desire for unbiased reporting, as well as the 
expertise, for conceptual standards to result in financial reports that faithfully 
reflect the underlying economics. Unfortunately, these qualities may not be in 
abundant supply. For example, researchers have found evidence that auditors are 
less able to resist client pressure for aggressive reporting when there is a wider 
range of acceptable accounting alternatives (Trompeter, 1994) and have found 
that flexible standards are associated with greater conflict and more negotiations 
between auditors and clients (Gibbins et al., 2001). 

It is doubtful that a move away from detailed rules will significantly decrease 
the incidence of omissions and misrepresentations in financial statements under 
the existing regime. Indeed, despite legislative provisions and the SEC’s urging 
that concepts (substanc2) be followed rather than rules (form), as indicated above, 
restatements implying past misrepresentations increased in number through the 
end of 2006. In the next section, I discuss governance mechanisms that contribute 
to honest reporting by removing the conflict of interest between auditors and 
their clients. In the folowing sections, I suggest additional reforms designed to 
align the interests of managers and investors. 


A FINANCIAL STATEMENT INSURANCE MECHANISM 


In the aftermath of Enron and WorldCom, I had suggested (Ronen, 2002a, 2002b, 
2002c) a financial statement insurance scheme as a market mechanism to align 
interests of auditors and managers with those of investors. In a recent joint work 
(Ronen and Sagat, 20C7), a considerably revised scheme is proposed. The discus- 
sion below is based entirely on the latter. 

Briefly, we propose that an auditing firm be incorporated with limited liability 
as an audit risk insurer (ARI) to assume liability for GAAP Deficiency Damages 
resulting from restatements of financial statements audited by the ARI.” Since 


21 An existing audit firm could incorporate itself or, more likely, on a test basis incorporate an ARI 


as an affiliate for the corduct of certain audits, or an existing insurer or other risk-bearing financial 
institution could establish a monoline auditing insurer subsidiary. 
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the fullest assumption of professional and echical responsibility would be essen- 
tial to both the integrity of the audit and limiting the risk assumed by the ARI, 
the board of directors and the chief executive and operating officers should be 
certified public accountants. For similar reasons, the capital required by the ARI 
should be conflict free and, thus, might likely be private, restricted, and vetted by 
the audit firm. 

The ARI would insure against a restatement of the financial statements of its 
client. We realize that, in theory, financial statements could be misleading without 
violating GAAP, but such situations should te rare and possibly become more so 
with the passage to a principle-based GAAP from a rule-based regime.” We also 
recognize that although restatements are to a large extent a measure of audit 
quality, they fundamentally and inherently point to a problem in the quality of 
the financial statement, which is jointly determined by audit quality and the quality 
of the client’s accounting system. Indeed, the increase in restatements has also 
coincided with an increase in the percentage of executives’ pay based on stock 
performance, which some have argued has significantly increased the incidence of 
earnings management and manipulation (Coffee, 2003), thereby degrading the 
quality of financial statements. Yet even though restatements may not be conclu- 
sive proof of a decline in audit quality, if auditors assume the risk of restatements, 
both the quality of audits and the quality cf the underlying financial statements 
prepared by the clients will improve as auditors who are liable to cover share- 
holder losses up to the limit of the insurance “see below) are motivated by incen- 
tives to demand higher quality financial statements. 

Since the ARI is insuring against losses triggered by a restatement, when per- 
forming its audit function it may be reluctant to restate an earlier financial state- 
ment it audited. However, this reluctance need not be greater than the current 
disinclination to restate on the part of auditors facing the prospect of lawsuits in 
response to corrections of prior audited statements. The ARI and individual audi- 
tors would be subject to full regulatory and criminal enforcement action, and we 
would suggest that an ARI should be subject to specific regulatory and criminal 
sanctions in the event of willful avoidance or delay in a restatement. More import- 
ant, delaying an inevitable restatement would likely increase GAAP Deficiency 
Damages, with the result that the ARI would assume even greater risk. Since the 
ARI would be insuring a particular financial statement against a restatement, an 
ARI cannot run away from responsibility for its prior audits. 

In the event of a restatement (whether decreasing or increasing income), the 
ARI would pay eligible claims by paying into an SEC Fair Fund a sum that 
would be capped at 10 per cent of an amount equal to the average daily decline 
(increase) in the stock price of its audit client, from the closing market price on 
the sixtieth day prior to the first announcement of a restatement (to allow for the 


= Tn my prior proposal on financial statements insurance any detected omission or misrepresentation 


would have been insured regardless of wheth=r they resulted in a restatement. To ease implementa- 
tion the current proposal is restricted to restatements, but we intend to expand the insurance 
ultimately to cover all misrepresentations cr omissions once we are able to identify observable 
proxies for such. 
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effects of prior announcements of an impending restetement) until the sixtieth 
day following the restatement announcement, multiplied by the non-insider public 
float in the client stock (GAAP Deficiency Damages).” Any purchaser (seller) of 
the audit client’s equity securities who purchased (soli) subsequent to the issu- 
ance of financial statements later restated in such a way as to decrease (increase) 
income and who held until the first announcement of the restatement would be 
eligible to submit a claim to the fund for its loss (subject, perhaps, to equitable 
offsetting adjustments such as offsetting profits and hedges).”* 

More than compensating investors for losses per se, the proposal is directed to 
preventing misrepresentations and to reducing stock pūce volatility by creating an 
incentive structure that will deter misrepresentations ¢ priori. From this point of 
view, auditors must assume liability to the extent nec2ssary to provide sufficient 
incentives to maximize audit diligence. The amount o= assumed liability that will 
hold the ARI responsible but nonetheless encourage the creation of ARIs will 
necessarily have to be fine-tuned, which is one of the reasons why a transition is 
proposed. 

The 10 per cent multiplier to cap liability (which is suggested for present pur- 
poses pending developments) is derived from the median settlement amount, as 
a percentage of estimated damages, of class action shareholder suits involving 
restatements during the period 1997-2004, which was 4.9 per cent (Simmons and 
Ryan, 2006). This percentage is adjusted upward to 10 per cent, as an a priori 
proposal, mindful of the fact that the 4.9 per cent mecian settlement incorporates 
an assessment of the probability that the plaintiffs would not prevail in an eventual 
trial on grounds of their inability to prove falsity, sciznter, materiality, causation 
or other requirements of liability. The proposed ARI assumption of liability, 
unlike litigation liability, is a ‘no fault’ concept nct involving the proving of 
requirements for securities law violations. The percertage cap could be altered to 
take into account declines in applicable market and peer-company indexes to 
allow for other causes of stock price decline. 

The ARI would charge the audit client a fee composed of a service fee for the 
audit and a risk premium for assuming liability for GAAP Deficiency Damages. 
The risk premium would be computed as the expecration of the contribution to 
the Fair Fund in the case of a restatement: thus, tae premium should equal a 
projected contribution to the Fair Fund times the probability of a restatement. 
Naturally, both the projected contribution to the Fair Fund and the probability of 
restatement would vary. The contribution would depend on the actual stock 
price impact of a restatement, which would vary frcm one company to another, 
while the probability of a restatement would depend upon the relative strength of 


2 D&O damages currently are based on changes in the stock price, which are the source of stock- 
holder losses. As in current litigation practice, we assume semi-strong market efficiency where 
prices fully reflect relevant public information including misrepresentation. 


% Shareholders who held shares before the issuance of the false statements would not recover since 
they did not rely on the false statements when they invested and hence did not suffer losses due to 
omissions or misrepresentations that were revealed by the restatement. 
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internal control procedures, the degree of subjectivity inherent in estimates neces- 
sitated given the nature of the company’s transactions, as well as other company- 
specific factors. 

Since the risk premium would be a significant signalling mechanism for the 
securities markets, the audit client would be required to disclose publicly in its 
SEC filings the amount of risk premium it was paying.” Conceivably, the audit 
client could also disclose the range of competing bids by ARIs for risk premiums, 
although this might deter the client from obtaining multiple, formal bids. 

Audit clients disclosing lower premiums would distinguish themselves in the 
eyes of investors as companies with higher quality financial statements. In 
contrast, those with lesser or no coverage or higher premiums would reveal them- 
selves as having lower quality financial statements. A company should be eager to 
pay lower premiums, lest it be identified as the latter. A sort of Gresham’s law 
would be set in operation, resulting in a flight to quality. 

Assuming a semi-strong efficient stock market, the publicized coverage and the 
risk premium paid to obtain that coverage would provide a credible signal to the 
marketplace regarding the underlying quality of the financial statements, that 
is, the degree to which they might include omissions or misrepresentations. The 
ARI concept would satisfy the conditions required for a signalling equilibrium 
(Dontoh et al., 2007). The market would be able to compare different companies 
and assess which presented more reliable financial reports. These different qualities 
would be reflected in the prices of securities cf ARIs’ clients in securities markets, 
contributing to market completeness. 

The prices of these securities would reflect the degree of credibility of the under- 
lying financial statements, as reflected in the risk premium. More accurate pricing 
of securities would help institutional and individual investors channel their savings 
and capital to worthy projects. Companies undertaking more promising ventures 
would be able more reliably and credibly to transmit information about the 
potential of these ventures to the markets and, hence, to obtain funds to finance 
them more cheaply and easily. Resources would be allocated more efficiently; 
social investment would yield a higher return. 

A company with better quality financial statements would have an incentive to 
signal its superiority to the marketplace by demonstrating that it could obtain 
ARI-audited financial statemenis at a lower premium than other companies in its 
industry. A company with poorer quality financial statements would be forced to 
reveal the truly lower quality and reliability of their financial reports; either it 
would pay a higher risk premium, or it would decide not to engage an ARI to 
audit its financial statements. The company thus would find it in its best interest 
to improve its internal controls and subjective estimation processes so as to qualify 
for a lower risk premium. By actually improving its procedures to induce the ARI 


3 The premium charged for the insurance would not be subject to manipulations or distortions: a 


smaller than appropriate premium for the risk assumed would signal too high a quality of financial 
statements, thus inflating the stock price and the damages paid by the ARI upon truth revelation; 
a higher than an appropriate premium would shrink the share of the ARI in both the insurance 
and the audit markets. 
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to assess a lower premium, it would signal to the marketplace the improved quality 
of its financial statements, resulting over time in a higher price for its securities. 

Alternative approaches to solving the auditors’ conflict of interest have been 
suggested. These include the government’s or the stock exchange’s appointment 
of auditors. These alternatives, however, would not be incentive compatible since 
neither the government’s nor the stock exchange’s interests are aligned with 
those of investors through an immediate market penalty (payment of insurance 
claims) that is triggered under our proposed system. Besides, it is well known that 
governmental and other self-regulated agencies are subject to capture by their 
constituencies.” 

The ARI would have immunity from liability under the securities law for its 
insured audits since its direct assumption of risk would ensure high-quality audits. 
Indeed, the truly independent risk-assuming auditor would insist on fair presenta- 
tion not only to comply fully with GAAP, but also to reduce the market price 
reaction in the event of a restatement. The auditor would want to induce its audit 
client to signal potential problems so that its stock market price behaviour 
smoothed out. In these circumstances, there would be little need for auditor 
liability, with its attendant high litigation costs under the securities law. It is note- 
worthy that this insurance mechanism will effectively address the problem of 
auditor independence. Having aligned the interests of the auditors with those of 
investors, auditors would be truly independent in the sense that they would insist 
on accurate and transparent financial statements to minimize their liability. Rules 
that limit investments by the ARTs capital providers in the insured entities may 
be required to avoid residual conflicts of interest. Having thus ensured that auditors 
approach the audit with a truly independent state of mind, there would no longer 
be an impediment to their providing non-audit services to their clients. 

The corporate audit client and its directors and officers would likewise have 
substantial immunity under the securities laws from liability directly arising from 
the restatement. They would not, however, have immunity for restitution claims 
(inclusive of claims for the sale of securities under Section 11 of the Securities 
Act of 1933 arising from a restatement) or from other claims not involving a 
restatement, and, equally important, they would be subject to liability to the ARI 
for GAAP Deficiency Damages paid by the ARI into the SEC Fair Fund to the 
extent that the ARI was not at fault. Presumably, an appropriate expedited arbi- 
tration forum would resolve such liability. However, directors and officers would 
have their customary rights to indemnification from the corporate audit client for 
their liability (assuming their conduct met the requisite standards). The corpora- 
tion and its directors and officers would also not be immune from regulatory or 
criminal enforcement actions. 

Immunity would provide the corporation with an incentive to pay a substantial 
risk premium to the ARI. On the other hand, the risk premium would change 


% A more detailed discussion of regulation as an alternative appears in Ronen (2006) and Ronen and 
Berman (2004). Cunningham (2004b) compares the financial statement insurance scheme with 
alternative mechanisms and finds financial statements insurance to be superior to the alternatives. 
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from year to year depending upon the perceptions of risk, and an increasing pre- 
mium would be a substantial signal io the securities market. This negative signal- 
ling should translate to lower stock prices, giving rise to a substantial penalty and 
disincentive for financial irregularity. For this reason, once a corporation elects to 
proceed with an ARI, there must be a ‘lockup period’ so that it cannot run away 
from the penalty of the higher risk premium in subsequent years with its negative 
signalling connotations. This suggested insurance mechanism, aligning the interests 
of management and auditors with those of investors would serve to facilitate the 
move from rules to principles in standard-setting.”’ Once interests are aligned, 
there would be incentives to apply the principles without bias. In order to decrease 
insurance premiums and thus signal better quality financial statements and so 
decrease the cost of capital, it will be in managers’ self-interest to report honestly. 
Auditors will seek to make sure financial reports are truthful in order to avoid 
liability. In such a regime, the broad accounting framework proposed above 
would give rise to relevant and reliable financial statements and hence would satisfy 
the objectives of informativeness and stewerdship. 

Although the insurance mechanism suggested above aligns the interests of both 
auditors and managers with those of investors, additional mechanisms may be needed 
to further deter managers from cooking the books. I next propose a restructuring 
of the compensation scheme to oblige managers periodically to purchase their 
company’s own stock at random prices. My second proposed reform would let a 
corporate insider (the CEO or a director) make a market in the company’s stock, 
thus internalizing the cost of biased presentations. 


RESTRUCTURING OF COMPENSATION ARRANGEMENTS 


The board of directors is of course the first line of gatekeeping. It is the board’s 
responsibility to monitor management and ensure that accounting and financial 
controls are such that the resulting financial statements fairly present the economic 
reality of the enterprise. A major tool in the kit of boards of directors is the ability 
to design the compensation scheme of management—a task that is typically delegated 
to the compensation committee. Agency theory describes structures of compensa- 
tion schemes that not only elicit optimal effort but also induce truth-telling by use 
of the revelation mechanism. Appropriate fine-tunings of how managers are com- 
pensated can effectively deter management from inflating earnings or assets or 
otherwise misrepresenting the true implications of transactions. 

Recent corporate scandals reveal tae extent to which stock and options grants 
can tempt executives to inflate earnings to boost the share price and even to sell 
a company too cheaply for a quick gain. Witness, for example, the testimony in 
the HealthSouth case. Upon being told that aggressive accounting used in the past 
was no longer adequate to meet expectations, Richard M. Scrushy said: ‘Go back 


77 Tt should be noted that the insured investors naturelly include employees’ pension funds invested 


in the company’s equity as well as holders of the company’s debt securities and other financial 
instruments. 
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and fix the numbers to meet expectations of the Street’. Or consider Leo Dennis 
Kozlowski and Mark Swartz, who, in the case of Tyco International Ltd, are 
accused of defrauding shareholders by selling stock they inflated by misrepresent- 
ing Tyco’s financial condition. At the same time, stock and option grants are seen 
as aligning executives’ interests with those of shareholders: by rewarding directors 
and officers when the stock price increases, one is inducing them to perform 
better so as to benefit shareholders and themselves in the process. Here, then, is 
the dilemma: How can directors induce executives to improve the firm’s value 
without inflating the stock price by manipulating earnings? 

Even though SOX makes some headway toward keeping management and 
directors honest, it only barely scratches the surface. For example, supposed 
remedies such as requiring executives to certify the financial statements and sub- 
jecting them to more severe penalties depend on the real and perceived ability or 
willingness of regulators to detect and punish wrongdoers; with all the authority 
and power they had, the SEC and other watchdogs in the past failed to forestall 
calamitous corporate meltdowns. Moreover, legislating that audit committee 
members have to have an independent state of mind creates no guarantee of inde- 
pendence. Properly tweaked incentives, but not laws, have a better chance of 
evoking this precious state of mind. 

I thus offer the following proposal: The company’s compensation committee 
would contract with its directors and officers to increase their holdings each quarter 
on a net basis by a predetermined number of the company’s shares according 
to a formula that is custom-tailored to the company’s environment and the 
circumstances of the directors and officers. The increase in holdings could be 
implemented either through outright purchases or through the grant of restricted 
stock as a component of the total compensation package.” 

The purchase price would be determined as the closing price at a randomly 
selected day within the quarter and made known to the directors and officers only 
when they settle their purchases at the end of the period. No sales of stock would 
be allowed until after a predetermined number of years following the executives’ 
exit from the firm. Any liquidity needs of the executives, such as payment of 
taxes, children’s tuition, etc., should be met by their cash compensation and 
borrowing using their accumulated stock as collateral. The total effective com- 
pensation they receive should be just enough to induce them to continue to work 
for the company in light of alternative employment opportunities. 

Throughout their tenure, since the directors and officers would be potential 
purchasers of the stock, they would seek to pay as low a price as possible and thus 
resist temptations or shareholders’ urging to artificially inflate the price. The fact 
that the dates determining the prices would be randomly chosen and not known 
in advance should deter them from artificially deflating prices before the purchase. 
Hence, they will wish neither to inflate nor to deflate the price; their best option 


2 The proposed mechanism would not increase the executives’ holding of stock beyond the amount 
they hold presently or beyond the amount of holding determined to be optimal to achieve a second 
best to mitigate moral hazard. 
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is to strive to guide prices to reflect what they truly believe the company is worth. 
Suppose, for example, a CEO had to purchase 10,000 shares each quarter. To 
avoid paying a high price, he will act to maintain a low level of earnings and other 
related measures of profitability so as to restrain the price of stock. Cash bonuses 
based on earnings, and the need to meet market and sharenolder expectations 
(lest he be fired), would check the impulse to depress the price excessively. More- 
over, because he would not know in advarce which day’s price he would have to 
pay for the quarterly purchase, he would be precluded from misleading disclosures 
aimed at artificially depressing the price on any given day. A properly computed 
number of required shares to purchase would balance these opposing forces so as 
to generate prices that closely reflect the true value. This would also contribute to 
holding the magnitude of executive pay in check, since a substantial component of 
the dollar value of compensation at present is derived from the increased value of 
options due to inflated stock prices. 

At the same time, because they expect to sell their shareholdings after their 
departure from the company, directors and officers would invest in profitable 
projects and otherwise act to increase the long-term value of the firm to maximize 
proceeds from the anticipated sale. By doing so, they would benefit themselves 
and shareholders in the process. The dilemma will have been resolved; and directors 
and officers will strive to perform but not cook the books. 

Unfortunately, investors and institutions that hold their shares for only short 
periods—evidence points to average holding periods of less than one year—and 
eager to sell at a profit may balk at the idea of contracts that do not encourage 
executives to maximize the price in the short run, even if by artificial means. The 
proposed contractual arrangement therefore may have to be mandated, possibly 
by the SEC, to ensure honest reporting without sacrificing the incentive tools that 
boast performance. 


LET THERE BE A MARKET MAKER 


Yet another mechanism that may seem bold at first blush but that can be effective 
in restraining accounting manipulations is to mandate that a corporate insider 
make markets in the company’s stock. Such an insider could be the CEO himself, 
a CFO, or a member of the board of directors. The idea here is that a well- 
informed insider who possesses intimate information about the firm’s operations 
and its prospects and who is charged with the task of making a market in the stock— 
pocketing the gains and suffering the losses from market making—would not wish 
to quote too high a bid price, nor toc low an ask price, lest he lose. Specifically, as 
a market maker, the insider would have to stand ready to buy at his bid price and 
to sell at his ask price. If he were to manipulate reporting to inflate prices, this will 
automatically inflate his bid price obliging him to stand ready to purchase at the 
higher price (otherwise he would not be able to replenish his inventory). Con- 
versely, if he were to manipulate reporting such as to deflate prices he would have 
to stand ready to sell at the correspondingly deflated ask price (otherwise he 
would be subject to the risk of holding too large an inventory). Hence there would 
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be zero incentives to manipulate reporting. Moreover, bzing a market maker rules 
out insider dealing because of the transparency introduced by his cuotes. The 
equilibrium price of the stock would then fully refiect -he insider’s private infor- 
mation. Price bubbles would disappear, as would busts. 

Since prices would reflect the insider’s information, a fair and truthful account- 
ing presentation would yield accounting metrics of performance that move in 
tandem with the stock price. Lack of correlation would cast doubt on the relevance 
and reliability of the reported accounting numbers. This, in turn, would constitute 
a potent check on managers’ accounting decisions. 


CONCLUSIONS 


Careful analysis of the fair value measurements included in FAS 157 and exposed 
for review by the [ASB yields a mixed assessment of the utility of these measure- 
ments when provided within the current accounting tramework. First and fore- 
most, these measures, quantified as the exit value of assets and liabilities, are not 
informative about the fair value to investors—the magnitude of future cash flows 
to be generated by the firm. That is, the measures satSfy neither the objective of 
informativeness—pertaining to the prediction of cash flows and the risk associated 
with such—nor the stewardship objective—evaluating the contribution of man- 
agement to shareholders’ value. The exit value meastrements required have the 
potential, however, to inform about some aspects of zhe risk surrounding future 
cash flows; namely, exit values reflect the abandonment value (what stakeholders 
may receive when things go wrong) and quantify an 2stimate of the opportunity 
costs the firm incurs by operating as a going concern. Jnfortunately, this measure 
is of little use unless it is compared to the benefit to shareholders from the firm’s 
continuing to operate as a going concern. This benejit can be measured by dis- 
counting cash flows expected from using the bundle of net resources within the 
firm. That is, juxtaposed against the exit values, one requires the use value of the 
combination of assets operated within the firm. Only >y comparing the use values 
with the exit values can one gain insights into the downside risk associated with 
failure of the firm’s particularized business model. 

Second, the exit value measures described in FAS 157, and in particular those 
included in Level 3 measures, suffer from a Jack of reliability and can be subject 
to bias and abuse. This is especially the case under the current flawed corporate 
governance regime. In the existing environment, managers and directors do not 
face consequences that effectively deter them from cooking the books. Nor are 
auditors’ incentives aligned with those of investors they are beholden to their 
clients, who structure and pay their fees. Both exit values and use values, as well 
as other accounting measures generated in compliance with principle-based rather 
than rule-based standards, can be made reliable and unbiased only when incen- 
tives for biasing are eliminated, that is, when the interests of directors and officers 
and auditors are aligned with those of investors. 

I propose a new accounting framework. Under this broad framework, manage- 
ment provides its expectations of cash flows (use value of asset combinations) 
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based on the premise that the firm’s resources would be used within the firm 
(rather than sold) to produce goods and services. To provide measures of oppor- 
tunity costs and abandonment value, exit values are proposed as part of the 
framework. Offering both types of measures enables quantification of the benefits 
and costs of operating the firm: changes in the use value reflect the benefits, while 
changes in the exit value of net assets—manifested in changes in the composition 
of assets—treflect the costs. The framework also includes a systematic record of 
the past transactions, the main purpose of which is to establish the reliability of 
management’s forecasts of cash flows by tracking both expectations and their 
realizations. 

As indicated in the context of fair value measurements, my suggested frame- 
work is subject to the same criticism of unreliability and bias in the early period 
of implementation; that is, before a sequence of forecasts and realizations allow a 
proper evaluation of the information’s reliability. This is so despite the fact that 
the compensation committee could design mechanisms that elicit unbiased report- 
ing by utilizing the expectations and the realizations; the point is that the compen- 
sation committee of the board of directors would have no incentives in the current 
environment to do so. With unaligned incentives, misrepresentation hazard may 
deprive the measures of credibility. Therefore, reforms in corporate governance 
that align incentives are required. I present three. First, I propose the creation of 
a market for the insurance of restatements thet would align the interests of auditors 
and investors. The other two are aimed at reducing management’s incentives to 
misrepresent, by compelling quarterly stock purchases at a price randomly deter- 
mined throughout the quarter, and by estatlishing a corporate insider, perhaps 
even the CEO, as a market maker in the firm’s stock. 

The framework I have presented in this paper consists of a comprehensive set 
of accounting measures and a set of corporate governance reforms intended to 
align corporate insiders’ and auditors’ behaviour and decisions with the interests 
of investors. Once such interests are aligned, honest reporting is ensured, and 
remaining issues of reliability would be confined to the inherent business uncer- 
tainty shared by both insiders and outsiders. Thus, the suggested reforms free us 
to venture into the presentation of historical quantifications, exit values and the 
discounted values of future cash flows expected from the particularized use of 
combinations of assets within the firm. The alignment of interests also enables 
professional judgment to be applied in implementing principles-based standards. 
Relevance with little or no sacrifice in reliability (at least with respect to bias) 
becomes possible. The measures proposed (historical quantifications, exit values 
and use values) are mutually complementary; they are beneficial jointly but not in 
isolation. For example, exit values alone are not useful for the prediction of future 
cash flows, but may be informative about risk. Use values alone are useful in pre- 
dicting future cash flows but fail properly to signal risks or reflect the opportunity 
costs of generating the predicted flows. Historical quantifications alone are poor 
prognosticators of either future cash flows or risk, but in combination with use 
values and exit values, they enable comparisons with expectations that help evalu- 
ate managerial competence and forecasting ability, as well as update predictions 
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of future cash flows and risk. In sum, the proposed system would go a longer way 
towards accomplishing the objectives of informativeness and stewardship than 
existing or currently contemplated frameworks. Moreover, the combination of 
reporting system and governance suggested should prove effective in all settings; 
they are universal in nature. 

Clearly, there is room for yet additional improvements. Uncertainty could be 
expressed in terms of probability distributions of events that managers or corporate 
insiders expect. With the advancement of technology as related to information 
processing, it is not inconceivable that investors would be able to analyse multiple 
financial statements for a given firm, where each of these statements reflects a set 
of events anticipated with some probability. Indeed, such probabilistic financial 
statements may loom in the not too distant future. 
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Discussion of Ronen 


As the development of .nternational standards for financial reporting has advanced 
over the last decade, it has been accompanied by increasing commitment to the 
use of fair values as the basis for measurement of assets and liabilities. Of course, 
this remains a controve-sial issue.’ Debate has concerned not only the basic choice 
to rely on a fair value framework and the practicalities of deriving fair value 
measurements but equelly, or even more, fundamentally the overall impact on the 
financial reporting systəm and the interpretation and use of accounting numbers. 
Some preparers and users feel that, while the logic for individual standards and 
treatments may seem Clear, the aggregate impact on the reporting statements is a 
loss of usefulness and that the broad perspective that financial statements should 
provide on the economics of the business of the reporting entity is being lost. 

Against this backgrcund, many of the issues raised from the ‘broader perspec- 
tive’ in Ronen (2008) are particularly timely, not least because they focus atten- 
tion away from the specifics of fair value measurement to wider points about the 
context in which those measures are reported. Joshua Ronen’s approach in his 
Abacus Forum paper is essentially not to debate the technical correctness of fair 
values or other measurement bases but to ask questions about how such a system 
of measurement can be made to work in an overall reporting framework. Specific- 
ally, there are two underlying points of principle which influence the development 
of the arguments in the paper. The first concerns the need for any measure- 
ment system to be evaluated against the objectives of the intended reports. These 
objectives are stated in familiar terms as informativeness for the suppliers of 
capital and stewardship. The second point of principle in approach, although 
perhaps less explicitly acknowledged in the paper, is that a system of reporting 
cannot be considered separately from the related regime of governance in which 
it is located. That is, if the technical components of the accounting system are to 
serve their objectives, we need additional related mechanisms and incentive (or 
disincentive) structures to bring that about. This point recognizes the social and 
human dimensions of accounting rather than simply its technical measurement 
attributes. 

These two lines of approach are reflected in two sets of discussions in the paper. 
The first part of the paper develops ideas regarding the content of what can be 


For a recent example of discussion on this point, see Rayman (2007) and Whittington (2008). 
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reported in order to make financial statements informative, while the remainder 
concentrates on proposals concerning the broader governance context of auditing 
and management remuneration which affects the likelihood that reporting will be 
reliable. The comments below are similarly grouped around these twin themes. At 
the outset I would want to emphasize that both principles—the first that any 
measurement system has no absolute and universal validity and must be evaluated 
against what it is trying to achieve and the second that any system must be con- 
sidered in relation to the gavernance context within which it is located—are 
points that I would strongly endorse. My observations arise in relation to the way 
in which these principles are followed through in the analysis and the extent to 
which the proposals ultimately are consistent with those points. 


MAKING A FAIR VALUE MEASUREMENT 
SYSTEM INFORMATIVE 


One of the paper’s contributions is the way in which it brings together a com- 
prehensive set of ideas about reporting. Ronen thus draws on a considerable bank 
of ideas that he has developed and published over many years. The fundamental 
elements of what is discussed concerning the content of accounting reports are 
derived from Ronen and Sorter (1972). 

Some of the discussion rehearses the well-established arguments and problems 
concerning measurement in financial reporting along with reference to what have 
been important topics in the recent past, the choice between en assets/liabilities 
and a revenue/expenses approach to reporting and the debate between principles- 
and rules-based strategies in standard setting. The approach of the FASB in FAS 
157 is discussed and used to bring out important points abcut the reliability 
of fair value measures and the role of estimates and about distcrtions in financial 
reporting. 

A major implication of the discussion of fair values and exit values is that it 
leads to the argument that, in order to offer really informative reports, further 
additional disclosures are necessary. Specifically, the paper acvocates how dis- 
closure of management forecasts of expected cash flows can be used to arrive at a 
*‘market-risk-determined value of the firm’. Through comparison of this figure 
with the exit values of net assets and the market value of equity capital, two addi- 
tional variables designated as ‘specific advantage’ and ‘specific residual’ can be 
identified. An additional aspect of the paper is the set of proposals that account- 
ing reports should comprise a costs and benefits statement, an income statement 
(based on changes in the market risk determined value) and a statement of 
changes in asset and liabilities composition. 

A critical general point arising from the analysis is that, in attempting to provide 
a framework within which fair values based on exit values can work, Ronen 
advances the case for additional disclosure and in doing so returns to the essential 
idea that the best way to provide information on future cash flows is through 
management’s forecast estimates of those cash flows directly. This naturally leads 
to the arguments about why this kind of infcrmation is not already a mandated 
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disclosure, concerning the approach of managements in making such estimates, 
their willingness to release forecast information, competitive sensitivity, etc.” In 
practical terms there are also questions of whether the system passes what might 
be a ‘complexity test’. The information in the variety of different reports advocated 
and the concepts, and even the terminology, associated with the ideas of specific 
advantage and specific residual are not entirely straightforward. It can of course 
be argued that complexity is simply a function of the multi-faceted nature of the 
economics of business and that simplicity without informativeness is unhelpful, 
but, given the difficulties some users have experienced in coming to terms with 
fair value reporting, it is relevant to question how the new information set would 
be used. 

Overall, two general observations can be made in evaluating the proposals for 
the content of reporting advanced in the framework in the paper. First, what is 
really proposed is a system of fair values plus other new information. It may 
indeed be the case that additional factors need to be taken into account in evalu- 
ating the economics of a business, but there is a fundamental issue about whether 
it is the responsibility of the legally mandated financial reporting system to pro- 
vide that additional information and what factors and considerations lie outside 
the boundary of accounting. Conventionally, mandated disclosures heve not 
incorporated forecasts and the case for, and value of, disclosure of such informa- 
tion could be made in connection with systems of reporting other than the current 
promotion of fair values. 

Second, an important foundation argument used in the paper when discussing 
the validity of the fair value approach now reflected in accounting standards con- 
cerns the problem of the reliability of the information given the potential for sub- 
jective estimates to be used. Clearly the reporting of forecasts runs into equal or 
greater problems concerning the subjectivity and reliability of the estimates. That 
is, the reporting of the information alone does not address a major problem to 
which it is seeking to respond.’ It is for this reason that the crucial proposals for 
making the reporting system effective actually lie in the area of creating a set of 
incentive structures that encourage more truthful reporting and it is these pro- 
posals that are discussed in the next section. 


MAKING A FAIR VALUE REPORTING SYSTEM RELIABLE 


Turning to the suite of proposals concerning broader aspects of the governance 
context for reporting, it is here that the most radical proposals for the reporting 
system are contained. Three main ideas are advanced: financial statement insurance 
by auditors, the role of regular increases in share holding as part of management 


2 It is argued that disclosure of aggregated forecasts should not involve competitive disadvantage but 
management may be reticent about such a development if they perceive that in turn it will lead to 
pressure for disaggregated information. 


3 It is argued that forecasts will be subject to ex pos: validation against reported actual results but this 
may not remove all potential for subjectivity and bias. 
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compensation, and the possibility of a corporate insider acting as a market maker 
for the company’s shares. The justification for broadening the discussion to include 
these issues derives mainly from the problems of the reliability and potential 
distortions of fair value measures and estimates. It is this point which leads to 
concern about the incentives for auditors and boards of directors as the ‘gate- 
keepers’ of the quality of reporting and hence to the proposals in the paper. 


Audit Risk Insurers 

The first proposal for the constitution of audit firms as audit risk insurers (ARI) 
is a development of ideas on the role of financial statement insurance that have 
been advanced in a number of Ronen’s papers in recent years. Initially, these cen- 
tred on an insurer separate from the auditors themselves but with responsibility 
for appointment, but more recently the ARI approach has been proposed in 
Ronen and Sagat (2007). The main problem that this proposal is intended to 
address is the potential lack of independence of auditors from client management 
and the resulting conflicts of interest that can affect auditors’ decisions on accept- 
ing financial reporting numbers. The link between auditing and insurance has 
been argued in connection with the so-called ‘deep pocket hypothesis’ for audit- 
ing (Wallace, 1985) and the audit firms themselves claim to ‘self-insure’ to an 
extent in respect of liability claims. 

One aspect of the ARI proposal is that it is essentially a compensation scheme 
rather than a penalty scheme. Thus investors would get an insurance payout even 
if there was no fault in the production of the financial statements simply through 
the trigger of a restatement, while substandard auditing would not necessarily be 
punished by this scheme alone if no restatement had arisen. It is debateable 
whether this approach meets all the expectations of investors and others. The idea 
that there could be a ‘no blame’ system may not meet all human desires to identify 
and punish culprits when something goes wrong, and this is often seen as a means 
of sending a signal that will affect the incentives, and the behaviour, of others. 

The detailed aspects of the proposed system of ARI also give rise to questions 
about the practicalities of how it would work. For example, the use of restate- 
ments as the sole, and automatic, trigger for insurance payments and the deter- 
mination of the insurance payout on the basis of falls in share price are potentially 
controversial, though it should be acknowledged that reliance on restatements is 
an experimental beginning for development of the proposals and other triggers 
could be considered. As is recognised in the paper, part of the problem at present 
is the ‘subjective conditions that create audit uncertainty’. This subjectivity in 
reporting will not be removed by the proposed system which potentially means 
that there could be problems regarding the circumstances which give rise to an 
automatic requirement for auditors to pay compensation in different types of 
jurisdiction internationally. The validity of the approach also rests on assumptions 
that there has been suitable disclosure about areas of subjectivity within the finan- 
cial statements and that investors can be expected to take this into account appro- 
priately in their interpretation of the position of the company. If they fail to do so, 
possibly for reasons of market sentiment at the time or because properly disclosed 
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relevant signals are ignored or misinterpreted, the market price alone may not be 
a sufficient basis from which to determine an automatic and uncontested level of 
compensation. Additionally, how the situation where inadequate reporting leads 
to undervaluation needs to be considered. If a shareholder sells following the 
disclosure of information which subsequently proves to have given a pessimistic 
view on the position of a company and so is followed by changes which lead to 
increases in prices, are they also to be compensated for the loss from having sold? 
While some of these issues are addressed through the assumption of market 
efficiency, the practical working of the insurance system depends not on the 
general position on market processes but on the suitability of every individual 
security price as the basis for automatic compensation in the unusual circumstances 
that there is a problem with the company’s financial reporting. 

The proposals include the suggestion that there should be separate disclosure of 
two elements of the audit fee paid to the ARI, the underlying fee for audit work 
and the risk premium. Again there are likely te be some practical difficulties with 
this idea because of the interaction between audit work and audit risk, and also 
between audit fees and non-audit service fees. An auditor could chose do more 
work which would result in a lower risk or vice versa, and the distinction between 
the fee for work done and the risk premium may not be such a pure signal as is 
implied in the analysis. The split of the payment to the ARI into its component 
parts could simply become another contested and negotiated area, and introduce 
a new set of incentive choices. 

Many other aspects of the practicalities of this proposal could also be commented 
upon and tested but can only be mentioned briefly here. For example, does the 
statement (p. 199) that those investors who have ‘purchased (sold) subsequent to 
the issuance of financial statements later restated in such a way as to decrease 
(increase) income and who held until the first announcement of the restatement 
would be eligible’ to claim compensation for loss ignore the position of those who 
have simply maintained previous holdings that they might otherwise have sold? 
How will the practicalities of the circumstances of restatements be organized 
when the incentives to contest the need for restatement have changed so dramat- 
ically, particularly for auditors? Will auditors take more care when their liability 
is constrained by the structure proposed than at present? Will the ability of the 
ARI to take action to recover from management damages that they had te meet 
that were not due to the ARI being at fault simply lead to another contested 
legal arena and consequently additional inefficiencies in the system? While the 
robustness of the system advocated by Ronen is tightly argued, there would 
undoubtedly be issues to observe closely in its practical outworking. 

The main conclusion to be drawn from the discussion above is that the ARI 
idea is not a single proposal but rather comprises several interlocking elements 
and it is the interaction between them and between the assumptions from which 
they are derived that will make it workable cr not. Certainly it is possible to see 
aspects of the system where practical implementation difficulties are likely to 
arise and failure in one element could undermine the intended simplicity of 
the proposal. 
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Ultimately, as the underlying problem is one of potential lack of auditor 
objectivity, which undermines the reliability of reporting, the main question for 
evaluation is whether the ARI proposal provides the most effective and efficient 
means of dealing with that problem. The points above suggest potential areas of 
practical difficulty and the possibility that rather than an alignment of interests 
there will be new areas where interests of the parties conflict and that are there- 
fore contested. In addition, two other summary issues can be mentioned concern- 
ing the development of the arguments in the paper. First, greater consideration 
could be given to comparison with other alternative approaches to enhance auditor 
objectivity. At a number of points it is asserted that the existing system has proved 
‘ineffective’, or that recent regulatory developments have made only a marginal 
difference to the situation, but a more detailed discussion of alternatives, most of 
which work on the principle of increasing the penalty or disincentive to inappro- 
priate behaviour, would be valuable. It should be acknowledged, however, that 
the constraints of space have made it difficult to include such discussion. Second, 
the current paper only describes the system from the point of view of compensa- 
tion for investors. This term may include the interests of groups such as employ- 
ees through their stake as investors through pension funds, but it is questionable 
whether this gives comprehensive coverage of all parties that may suffer losses as 
a result of inadequate financial reporting and the protection of their interests may 
still involve more than just the ARI system. 


Compensation Arrangements and a Market Maker 

My comments on the other two proposals for changes in the governance context 
in order to affect the incentives for reliable reporting are more limited. The first 
proposal is that boards and executive management should be required contractu- 
ally to make regular quarterly increases in stock holdings and the second is that a 
corporate insider should act as a market maker in the company’s securities. In 
both cases it seems to me that there is a somewhat paradoxical quality to the pro- 
posals when compared to what many people believe to be significant underlying 
governance problems in some companies. 

Firstly, many of the cases of apparent abuses by management, including 
some quoted in the paper, have involved aggressive accounting to enhance share 
price because of the value of stock options to executives. It therefore seems 
strange to suggest that the mechanism to motivate management to produce 
more truthful reporting is to make them even more dependent on stock for 
their compensation. Admittedly the proposal involves a different structure for the 
timing and pricing of acquired stock and the requirement to hold long mitigates 
against actions to create shori-term increases in stock price—if stock holdings 
have given rise to abuses in the past, why suggest that the solution lies in even 
more holdings? What this reflects is a belief that we simply need to refine and 
adjust the incentive mechanism associated with stock compensation. As with 
the ARI proposal, there are also potential practical difficulties concerning the 
requirement to hold acquired stock for a relatively long period beyond their 
tenure in the firm, and the ability of managers to strike the balance between 
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the benefits of a low price (to buy stock) and a high price (to reflect their value 
as managers). 

The proposal that a corporate insider should act as a market maker in the 
company’s securities follows from the rationale that insider information leads to 
the most efficient market. This too is an intriguing proposal, given that in many 
environments we in fact find laws explicitly prohibiting ‘insider dealing’ in order 
to protect the interests of the non-insiders. However, this element of the paper is 
developed to only a limited extent and there is no discussion of why we have such 
laws and how the abuse of insider power could be avoided. 


CONCLUDING COMMENTS 


Ronen covers considerable ground, effectively recommending a complete report- 
ing framework and related system of governance arrangements. It is inevitable 
that the analysis in some cases, such as the novel idea of the market maker, is not 
as fully developed as in others. In the comments above I have tried to make 
points about the specifics of the proposals, their basis and their practical potential. 
It may also be worth making some additional overview comments. First, this 
paper is not essentially about the merits or otherwise of fair values or of exit 
values as such and whether the trend of development towards the use of fair 
values in financial reporting is ‘good’ or ‘bad’, although many relevant points are 
made about the nature of these measurements. Rather, in my view, the paper 
starts from an assumption of fair value reporting and is primarily about how to 
make such a system informative and reliable, by looking both at the content of 
information in a fair value system and the incentive arrangements affecting those 
with most influence over the quality of reporting. In this regard the paper argues 
for additional disclosure still and additional reporting statements. Second, the 
approach reflects a fundamental belief in incentives rather than regulation as the 
means of bringing about suitable quality reporting. Regulatory approaches are 
dismissed as ‘scratching the surface’ and faith is placed in rational behaviour to 
align the interests of relevant parties. 

Given the reaction of some users to the introduction of more fair values, the 
approach in attempting to develop a system in which this information can be con- 
sidered relevant and reliable is extremely valuable. However, in conclusion, I 
would point out some final issues. 

First, the suggestions for the system of governance are not critically linked to 
the fair value reporting issue. The recommendations on disclosure of expected 
cash flows, audit risk insurance and management remuneration would be as relev- 
ant with other measurement bases as well and their impact on the incentives for 
truthful reporting is independent of fair values. 

Second, the debate between incentives and regulation is not easy to resolve, but 
it should be acknowledged that in practice it is a combination of approaches that 
is generally pursued. It will still be relevant to monitor the longer term impact, if 
any, of increased rules introduced in recent years on issues such as management 
responsibilities and the joint supply of audit and non-audit services. 
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Finally, in the same sense that the discussion reflects the principle that the 
financial reports also have to be related to their broader governance context, 
there is a question about how far the analysis and the proposals can be transferred 
across different contexts. Much of the rationale for the proposals is devised 
around the U.S. environment in which there is a process for restatements to occur, 
where the financial markets operate in particular ways and where there is primacy 
on the interests of investors. Will the suggested combination of measurements and 
governance mechanisms work in all settings? A potential area for further devel- 
opment would be to consider how easily the ideas can be made to apply within 
very different governance contexts and reporting traditions. Here we must go 
back to one of the principles outlined at the start of this commentary regarding 
the link between the system of reporting and the governance context. If that con- 
text is important, and different governance traditions, arrangements and solutions 
exist internationally, then the case needs to be demonstrated that the proposals 
will be transferable to very varied governance regimes. 
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Commentary on Siena Open Forum: 
Conceptual Framework 


Professors Gebhardt and Dean led an Open Forum discussion about general 
conceptual framework matters as part of the Siena EIASM Fourth Workshop on 
Accounting Regulation. This forum session augmented discussions related to the 
Fair Value Measurement papers presented at the Siena Workshop the previous day. 

This Open Forum on the Conceptual Framework occurred at a critical stage, 
as informed debates about the convergence of the IASB and FASB CFs may 
influence likely outcomes. The topicality of the measurement and related deliber- 
ations is evidenced by the number and significance of other similar high profile 
international journal forums proposed. Indeed the European Accounting Review 
has sponsored an entire special issue on Fair Value Measurement which is 
expected to be published some time in 2009 and which should coincide with the 
issuance by the IASB of an Exposure Draft on Fair Value Measurement. 

Approximately seventy-five attendees at the Siena Open Forum generated 
lively discussions, and what follows is a commentary on them. 

Günther Gebhardt chaired the session. Opening the proceedings he summarized 
the current position of the CF project (see Table 1 in Whittington, 2008). He pointed 
out that when both the FASB and the IASC started issuing standards on specific 
accounting problems they inevitably identified the need to develop a common 
framework of objectives, principles and definitions as a guideline for the future 
development of a consistent set of accounting regulations. The FASB issued a series 
of seven Concepts Statements (SFAC) from 1978 to 2000 while the IASC, drawing 
on the FASB work, issued its much shorter Framework document in 1989. 

Since then both boards have issued new or revised standards which are not 
always consistent across and within both CFs. One reason is that neither the 
SFACs nor the ISAC Framework is sufficiently specific (or well developed) to 
allow accounting rules to be derived directly. A major deficiency is that the CFs 
have not settled on a capital maintenance concept. Another problem is the minor 
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significance attributed currently to the CFs in the U.S. GAAP and the IAS/IFRS 
hierarchies, where standards are given clear priority over concepts. 

The extant CFs are similar, but nct identical, and in 2004 as a cornerstone of 
the convergence agenda both Boards decided to work on forging a new common 
CF. The goals of this CF project are limited as the Boards started from the premise 
that only some refinement, completion and updating is needed—they expect more 
changes in language than in substance. Failure to undertake a fundamental review 
has proven already to have been an opportunity lost. 

The chair continued, noting that a major issue to be discussed is whether 
changes in wording in the proposed framework will also be perceived as leading 
to differences in substance. Also, he observed that the issues to be considered in 
the joint FASB/IASB CF project have been thoroughly discussed in the accounting 
literature in many countries, not only in the Anglo-American sphere (especially in 
the 1950s and 1960s, the so-called Golden Age of normative research), but also in 
continental Europe with its long tradition of normative accounting research. 

As such, academics have an important role in ongoing CF deliberations to bring 
to the attention of standard setters that literature and its implications. As an 
example, the European Accounting Association Financial Reporting Standards 
Committee (EAA FRSC) had been formed to assist the standard setters by 
gathering and summarizing the results from extant research and discussions in the 
different national environments. This is to be undertaken in comment letters and 
papers to be published in academic journals. Specifically, the EAA FRSC set up 
an agenda working group on the Conceptual Framework chaired by Ken Peasnell 
(Lancaster University), a group that is open to all members of the EAA who are 
willing to contribute. The Siena Open Forum: Conceptual Framework was a part 
of the EAA FRSC’s feedback initiatives. 

Following this introduction, Graeme Dean canvassed some of the main issues. 
Controversies surrounding the CF debates, historically and currently, were outlined, 
based on Dean and Clarke (2003). Wells (2003) summarizes Dean and Clarke: 


[T]he current demands for reform follow a well-trodden path behind earlier corporate 
failures and other ‘crises’, such as periods of high inflation, and the inevitable demands for 
accounting to ‘clean up its act’... There is little difference in the current reaction to 
corporate frauds and failures [related to Enron, WorldCom, HIH, and more recently the 
2007-08 subprime mortgage lending crisis, etc.] from those of earlier experiences. Apply- 
ing political patches to a system that is inherently unstable, inconsistent and incomplete 
will not overcome the perceived excesses of managers or lead to a system of accounting 
that will service the needs of investors, employees, creditors and regulators. (p. 278) 


The views of the Sydney Schaol on what a conceptual framework entails under- 
pinned much of his overview.” In essence, it was suggested this matter requires a 
focus on commercial fundamentals—to ground any accounting theory foundations 
in those fundamentals. This begs the question: What is the function of accounting? 


' See Evans et al. (2005). The related comment letter has been described as the single best contri- 


bution by Paul Pacter, Director of the IASB SME prcject. See also Evans et al. (2006). 


? For a summary see the June 2008 Editorial and for more details, Chambers (1996). 
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There needs to be recognition of the multi-objective nature of any theory of 
accounting—that is, that accounting is a service activity, and that it is a com- 
munication device that entails recourse to measurement. A recent historical paper 
covering evidence from the fifteenth century on the purposes of double-entry 
booking (Edwards et af , 2008) reveals a lineage of authors proposing accounting 
as an informational device rather than simply an accountability mechanism. 
Several purposes of accounting were identified in those early treatises—‘accounts 
as a means of establishing financial position’, ‘accounts as a means of measuring 
profitability and changes in financial position’, ‘the construction, content and role 
of merchandise accounts’ and ‘the use of accounts for purposes of performance 
assessment and decision making’. They remain appropriate today. 

Accordingly, Dean proposed that any CF deliberations need to recognize that 
those multiple functiors have to be addressed simultaneously. Clearly this issue 
generates tension, as discussed below, and many of the attendees argued that a 
stewardship or decisior usefulness focus should have primacy. 

Seeking to stimulate discussion Dean observed that there existed criticism of 
the ‘constitution’ approach of existing, professionally endorsed accounting CFs 
(see Chambers, 1996). He referred to what has occurred since the first profes- 
sional discussions on the CF in the 1970s, noting that that if standards setters do 
not consider in more Cepth matters of history, then we are likely to see a repeat 
of the recurring criticisms of accounting which have been a feature in the last four 
decades. And which ere occurring presently in repercussions of the subprime 
mortgage lending crisis. 

Dean identified some earlier instances of the ‘losses of market confidence’ in 
the ability of regulators generally, and specifically in audited accounting data fail- 
ing repeatedly over meny decades to provide the required financial sunlight to the 
market. As a quality control device accounting repeatedly has not measured up to 
expectations. He suggested that it was crucial for standards setters to identify 
what were (and are tcday) the catalysts for a CF in accounting. Any framework 
that is developed needs to consider the function of accounting in both good 
(boom) and bad (bust) economic times. The driving factor to be considered is a 
concern expressed by the users (including regulators) that accounting for similar 
transactions by different companies should be the same. This has been expressed 
by standards setters over many decades as a desire to ‘narrow the areas of differ- 
ence’. Dean agreed with this view, arguing that special pleading for particular 
exemptions should be ignored. 

Crises spurned by varying catalysts have recurred over the last seventy-five years 
in Anglo-Saxon countzies, including the 1930s ‘financial crises’ where similar calls 
appeared for better ‘principles’, ‘rules’ ‘standards’ and (say) ‘an integrated set of 
concepts’; again in the aftermath of the 1960s scandals; and finally, in responses to 
address the ‘earnings management’ and other financial dilemmas emerging 
post-Enron. 

In sum, it was suggested that history reveals that in boom times pressures are 
placed on regulators when companies are seen to have engaged in various creative 
accounting practices for similar transactions—described variously as ‘manipulating 
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accounts’, ‘cooking the books’ or ‘earnings management’. The settings vary and 
include: accounting for mergers and accounting for changing prices and price levels. 
Conversely, in economic downturns pressures occur with unexpected collapses of 
jarge companies that had previously reported no sign of the deleterious drift in their 
financial affairs as reported in their audited financial statements. 

Above, mention was made of the apparently conflicting views of stewardship 
and decision usefulness. What continues to be lacking in the professional deliber- 
ations is the recognition that such conflicting views need some objective (or func- 
tion of accounting) in order to act as a limiting constraint. 

Further, in the discussions from the previcus day’s related Fair Value papers, it 
was contestable whether one could achieve a unique general solution to finding an 
acceptable measurement basis for all financial statement items. Such contestability 
has a long history—especially whether one could arrive at a prescribed informa- 
tion set generally relevant for decisions or information specifically relevant for 
different decisions—and those issues are well captured in (amongst others) the 
1970s debates between Gerboth (1972), Demski (1973) and Chambers (1973, 
1976). Whittington (2008) notes a view similar to Demski: 


One reaction to the problem that it is not possible to deduce a general, theoretically 
‘correct’ accounting measure in a world of imperfect and incomplete markets has been for 
many academics to retreat from theoretical or ‘normative’ work into empirical studies 
of how markets react to accounting information, as a test of usefulness. This is 
unfortunate because such tests can only study what is observable, so that they cannot 
develop or test new reporting methods: that duty has thus been thrust on the standard 
setters and on practitioners. A more constructive approach might be to recognize that 
theories are not likely to offer panaceas such as a universally valid single measurement 
method and instead to work in a more limited way to solve specific problems. (p. 165) 


The matter of ongoing problems with terminology was another one thought to 
underpin continuing problems in accounting standards setting and practice. 
The example was given of the use in the recent FASB Fair Value Measurement 
deliberations—where reference was made to unit of account (in the sense of a 
level of activity) rather than its long-held use as medium of exchange. Given that 
a phrase has a well-accepted meaning in a discipline or technical field, it was sug- 
gested by Dean and later by some attendees that transporting that phrase into 
another context in the same discipline is likely to be counterproductive. 

The question of terminological dilemmas is aptly discussed in this journal in 
Sterling (2003). Sterling laments (as does Whittington, 2008, more generally) 
the frustrations of an academic standard setter—with the institution being the 
FASB—when in the early 1980s, in the aftermath of the Savings and Loans crisis, 
the regulator sought to respond in a way that would be ‘acceptable’ to the real-estate 
industry and the Congress. Sterling’s experiences led him to observe that ‘muddy 
language has been the root cause of many of our problems for a very long time. 
We need to clean up our language’ (p. vi). 

Dean concluded by noting that the current CF discussions seem to perpetuate 
the focus on users when perhaps what is more critical, given that accounting is a 
technology, is the need to focus on its uses, specifically whether they are serviceable. 
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Those introductory observations were controversial and laden with views of the 
Sydney School. But they were meant to stimulate debate, which they did. The 
Chair then sought discussion from the Forum attendees. Several issues emerged. 

Changes in language versus changes in substance. Drawing on the reasoning 
from the Chair’s introduction, some in the audience observed that in the July 2006 
FASB/IASB Preliminary Views / [ASB Discussion Paper the number of cosmetic 
language changes was perceived as a matter of concern. For example, when that 
July 2006 Discussion Paper stated in OB2 that the objective of financial reporting 
is to provide information that is useful for resource allocation decisions without 
explicit reference to stewardship, this raised strong criticism among many con- 
stituents who view this as an important shift in emphasis of the two objectives. 
This controversy has its roots in the different functions that financial statements 
have in different socioeconomic environments with resulting differences in account- 
ing traditions. In many countries, in particular outside the Anglo-American sphere, 
stewardship is of particular importance. In the U.K., stewardship also has a much 
stronger hold than in the U.S. (see Whittington, 2008, for an extended discussion 
on this point). Interestingly, in formal institutional standards setting discussions 
on this topic, it was suggested by several attendees that the academic representa- 
tives on standards setting bodies almost always supported the alternative view 
by two members in AV1.1, namely to retain stewardship as an explicit objective 
instead of subsuming it as an aspect of the decision-usefulness objective as in 
OB28. 

As Whittington (2008) appositely notes, recourse to other problematic phrases 
such as ‘beyond reasonable doubt’ and ‘faithful representation’ (see more below) 
are causing much concern. He also discussed from the floor the problems specific- 
ally of recourse in the IASB documents to probability phrases in the context of 
recognition. He pointed to the different meaning such phrases (also, ‘probable’) 
have in the documents of the FASB and the IASB. 

Closely related is the fundamental issue raised by several attendees concerning 
who are the target users of financial statements. Starting from a comprehensive 
list including also employees, customers, government and the general public, both 
the existing CFs as well as the July 2006 Discussion Paper in OB80 narrow the list 
down to investors and creditors as ‘primary users’. It is left implied that satisfying 
these users will satisfy the others in the longer list. And surprisingly, given that 
accounting is a technology, there is no consideration that perhaps uses rather than 
users should be the focus. 

Discussion from the floor was varied. Joshua Ronen, for example, defended 
the rationale for this translation, noting it had been well rehearsed in the 1970s 
deliberations by the Trueblood Committee. However, dropping stewardship as an 
explicit objective was noted by many in the audience as leading to a perceived 
downgrade of the importance of existing investors and creditors, reducing them to 
being potential investors and creditors. Also addressed in this context was the 
distinction between short horizon and long horizon investors and creditors. 


3 See Lennard (2002) and Ronen (2008) for a discussion of the importance of stewardship. 
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Trade-offs related to qualitative characteristics. Discussion also focused on 
the removal in the latest IASB DP of the trade-off between ‘relevance’ and 
‘reliability’, a feature of extant CFs, to be replaced by a lexicographical ordering 
where ‘relevance’ is put first when choosing between competing accounting 
methods. In a situation where accounting method 1 provides slightly more relevant 
information than method 2, and where the latter clearly dominates method 1 
with respect to ‘reliability’, method 1 is to be chosen if it meets the threshold of a 
minimum level of reliability. Several discussants further voiced their concerns 
that ‘reliability’ is to be replaced by ‘faithful representation’, a term originating 
in the FASB SACs. Together with the proposed deletion of ‘prudence’ as a 
desirable quality characteristic, some in the audience suggested that these changes 
appear to pave the way for financial statements that provide preparers with more 
discretion. 

Framework completeness was another major area of concern. It was suggested 
that several settings dictated that different frameworks were required. For example, 
whether the CF should be sector neutral was raised—Mike Bradbury noted that 
the dual perspective had been successfully applied in New Zealand for many 
years. Others adopted the perspective similar to that of Whittington (2008), namely 
that the issues of both sectors differ so much that they require different frame- 
works. Another setting that some attendees suggested required multiple frame- 
works was the differing needs of small-to-medium and large enterprises. It was 
generally felt that small-to-medium size enterprises did not need to comply with 
(and hence incur substantial compliance costs) the extensive reporting obligations 
of larger enterprises. A counter view is that both large and small companies are 
artifices—creatures of the law—and thus it is reasonable that the financial 

` attributes of those companies need to be similarly reported, that is, that they be 
subject to the same standards reporting regime. 

As well as these general areas, many other specific CF issues were identified 
from the floor. These included: 


From the chair Giinther Gebhardt noted that there was a problem in that the 
current exercise entails discrete ‘phases’, when clearly some matters should be 
dealt with and resolved contiguously. Gauging by comments from participants 
this view appeared to be shared by many, including Whittington (2008). 
Accountability—to whom are directors accountable? Different views apply in 
various jurisdictions. In continental European countries tae (two-tier) board 
members are responsible to the firm understood as an entity distinct from its 
owners. The interests of the firm are not only those of the shareholders but 
include those of the employees.‘ 

Defining the reporting entity is another topical area that has to be addressed. 
Whether the focus should be on the group level and/or on the legal entity level 
has to be decided depending on the objectives and the uses of the accounting 


* For further discussion on this point see CASAC (2099). 
See Walker (2007). 
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reports. It was pointed out that in many countries financial statements still play 
an important role in the regulation of distributions, which again in most coun- 
tries are entity specific. 

e Stuart McLeay raised the recognition area as being as problematic as the 
measurement matters that were discussed above (see also Whittington, 2008, 
p. 151). He noted that the question of the existence of (say) a liability is not 
fully debated in the CF document, yet it is an emerging issue. For instance, in 
this respect, should we be considering the balance of probabilities, or that 
occurrence is substantially more likely or not. Or indeed that a liability is 
beyond reasonable doubt? 


Summing Up 

It is more than thirty-five years since the major international standards-setting 
bodies, the IASB and FASB, sought common ways to resolve the need for a set of 
foundation concepts. Now they have set themselves a five-year time horizon to 
provide the answer. But, importantly, they have constrained this exercise to 
` tinkering with (patching over) the existing frameworks. As noted by Dean in his 
Editorial in this issue, critically there does not appear to be any recognition on the 
part of the current standards setters of the need for simultaneous consideration of 
the abovementioned multiple functions of accounting. 

Given the way the current initiatives appear to be heading, it is the view of 
Gebhardt and Dean that this latest CF exercise may be destined to become another 
example of Sterling’s ‘recycling of ideas’—without ‘resolving problems’ (1975, 
1979). To avoid this, quite a number of the academics attending the Siena Open 
Forum expressed their willingness to contribute to the fundamental discussions 
ahead. That Forum and this Commentary (like the earlier 2003 CF Forum reported ` 
in Abacus) are first steps in the move to have standards setters understand the 
significance of the history of the previous CF exercises. 
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CONCEPTUAL FRAMEWORKS, FAIR VALUE MEASUREMENT 
AND DECISION MAKING 


EDITORIAL 


Recent proposals for the adoption and implementation of the IFRSs, discussion 
papers about the joint IASB/FASB Conceptual Framework project ((ASB/FASB, 
2008a, 2008b), and several other professional and regulatory initiatives come in the 
aftermath of perceived global financial disturbances—such as unexpected company 
failures, concerns over private equity takeovers, and more recently numerous 
matters related to the sub-prime loan crisis. Over many decades, similar crisis 
settings have presaged re-examination of accounting and auditing practices (see 
previous Editorials by Dean, June 2001, February 2002, March 2006, March 2007; 
Dean and Clarke, June 2004, June 2005; and Dean, Clarke and Wolnizer, June 2002). 

A recurring element in many of the current professional initiatives is reference 


to the need fora principles-based rather than rules-based reporting regime—a ` 


regime that considers the issue of measurement as fundamental to an effective 
and efficient reporting and disclosure system. ‘Measurement Issues in Financial 
Reporting’ was the subject of a symposium at the April 2008 EAA.' The proceedings 
(including questions and answers) suggested the need, as part of the conceptual 
framework exercise, for a better understanding of fundamental measurement 
concepts and the link to accounting’s role in decision making.” 

A previous Editorial (June 2008) outlined the potential for ‘a persistence of the 
“constitution” approach’ to developing a conceptual framework.’ Further, it was noted: 


' The symposium panel comprised academics, practitioners and standards setters as either co-chairs 


or speakers: Mary Barth, Katherine Schipper, Alfred Wagenhofer, Marco Trombetta and Robert 
Hodgkinson. 


This assertion is partly based on an answer to my question from the floor, asking the panel members 
whether it was felt that there was any likelihood of the current fair value initiatives faltering along 
the lines of the ill-fated attempts by professionzl standards setters in the late 1970s and early 1980s 
to introduce a form of ‘current cost accounting’. The response of one panellist was ‘No’, leading to 
the follow-up question regarding the grounds on which this conclusion was reached. Another 
panellist responded that the circumstances now were different. Specifically, current cost accounting 
was not developed to address an ‘accounting issue’, whereas, by implication, present atterapts to 
introduce a form of ‘fair value’ measures are. This response was perplexing to many in the audience. 
It supports the calls fer accounting history te be given more prominence in resolving current 
accounting dilemmas. History provides us with insights into what practices have occurred earlier, 
and the associated arguments underpinning myriad proposals that have been shown by the persistence 
of similar dilemmas, to have failed. 


3 The type of problem this creates is evident in the way the IASB/FASB ED on the Reporting Entity 
(IASB, 2008b) links to the ED on the Objectives of Financial Reporting (IASB, 2008a). In this case, 
while the links between concepts are clearly articulated across the EDs, as noted in Chambers’ 
‘constitution’ view, there is an absence of substantial correspondence with the legal commercial 
domain related to those concepts. 
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there is need to recognize that accounting is a service activity-—its outputs must be useful 
for the uses ordinarily made of accounting data in cognate disciplines. It is not an end in 
itself. Accounting concepts need to be forged with a view to satisfying simultaneously the 
needs of both internal accounting uses—taking specific account of the requirements of 
the data to be useful for the uses ordinarily made of the data by disciplines like opera- 
tions research, finance, management and (say) law . . . If this aspect is ignored the latest 
CF exercise is destined to become another example of Sterling’s ‘recycling of ideas’-— 
without ‘resolving problems’ (1975, 1979). 


Interestingly, such concerns have a long history. For example, they were well 
canvassed during the current cost accounting debates of the 1970s. The present 
Editorial places the current expressions of concern against the backdrop of some 
selected 1970s correspondence between the respected U.K. post-Keynesian 
economist G. L. S. Shackle and the founding editor of this journal, Ray Chambers. 
Chambers is well known to the readership of this journal, Shackle perhaps less 
so. Shackle was a highly respected and influential economist. He wrote several well- 
known books, including Expectations, Investment and Income (1938), Expectation, 
Enterprise and Profit (1970), Keynesian Kaleidics (1974) and Imagination and the 
Nature of Choice (1979). It is instructive to see what implications his understanding 
of measurement processes have for the practice of accounting. 

The correspondence drawn on below occurred late 1975 and early 1976 and is 
sourced from the University of Sydney Archives Unit.’ Essentially, it reinforces the 
importance, in the context of decision making, of the differences between facts and 
expectations (especially ‘income’ and ‘expected income’), and the need therefore for 
accounting, in providing factual data about the past and present, to satisfy the canons 
of measurement. Those canons were clearly identified, for example, by Chambers 
in his March 1998 Abacus article, ‘Wanted: Foundations of Accounting Measurement’, 
which is essentially a previously unpublished review, written in 1972, of a 1971 
Report by the AAA Committee on the Foundations of Accounting Measurement: 


INTRODUCTION: 1997 


From time to time for over 150 years pervasive flaws in accounting thought and practice 
have been brought to notice. The principal focus has been the almost limitless array of 
valuation (or quantification) rules that have emerged [in 1994/5 the FASB averred five 
different valuation bases, called ‘attributes’] under the widely fostered view that each 
mercantile firm may choose (and vary as it pleases) the combination of rules that its 
accounts will follow... 


CRITIQUE: 1972 


It might have been hoped that the Committee on Foundations of Accounting 
Measurement of the American Accounting Association (AAA, 1971) would have 


The letters reproduced here are included in the Ray Chambers Collection, University of Sydney 
Archives Unit, USA P202, items 4&56, 4857 and 4858, dated 7 November 1975, 15 November 1975 and 6 
February 1976. For description of the digitally accessible collection (http:chamberslibrary.usyd.edu.au) 
see Dean et al. (2006). It is proposed to expand the collection to include works of other market 
price theorists, like Robert Sterling, under a wider library collection, ‘Digitized Market Price 
Reporting’. Such a repository is of current relevance given the push for fair value accounting in 
IFRSs and elsewhere. 
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produced some conclusions in the nature of foundations; something of an elementary 
kind which might provide the groundwork for more elaborate or more sophisticated 
exercises. Its report is disappointing. It ranges over an almost limitless territory. But it 
finishes almost exactly where it started: ‘New guidelines are desperately needed . . . The 
lack of new guidelines for accounting is the most serious problem to be faced’ (p. 48). But 
worse than the failure of the Report to give direction is its potential for misdirection. 

The Report begins with an ‘adopted’ definition: ‘accounting measurement is an 
assignment of numerals to an entity’s past, present and future economic phenomena, on 
the basis of observation and according to rules’ (p. 3).* This, as we shall show, is 
complicated and vague enough. But it is made even more vague by the following 
sentence: ‘Under this definition, it should be pointed out, the rules employed need not 
be good ones and observations made need not be correct to qualifv as accounting 
measurement’. Freed from the need to employ ‘good’ rules for assigning numerals and 
from the need to make ‘correct’ observations, apparently any numbers that masquerade 
as (look like) measured magnitudes will qualify as accounting measurement. That, of 
course, is the standard recipe for the success of fraudulent misrepresentation, as any 
reader of the history of commercial fraud will know. 

But return to the definition. It allows that accounting measurement includes the 
assignment of numerals to an entity’s past, present and future labour turnover, market 
share, unfilled orders, total labour force and many similar things; for, as well as I can 
judge, these are all economic phenomena of an entity. Yet none of them falls within the 
only two types of accounting system, ‘equity accounting’ and ‘operational accounting’ (as 
they are commonly understood), contemplated by the Committee. The definition allows 
also that accounting measurement includes the assignment of any kinds of numerals. But 
the knotty problems which confront accountants concern themselves with the assignment 
of numbers of dollars, not numerals at all. As I understand it, the object of a definition 
is to limit the scope of usage of a term so that one can come to close grips with it and 
make good use of it, as of a fine tool, for the purpose in hand. But the Committee’s 
definition is so open, it provides so many things to talk about, that we should not be 
surprised if it comes to close grips with none of them. 


Properties, Scales and Units 

It would have been instructive if the Committee [1971 AAA Committee on the 
Foundations of Accounting Measurement] had begun with a discussion of measurement 
simpliciter. It is true that most of the discussions of measurement occur in the context of 
particular branches of science. But they have sufficient elements in common to justify 
some general specifications of the object and process of measuring. 

In the first place, every particular measurement scheme requires the specification of the 
property of a class of objects which it is of use and interest to measure. The Committee, 
almost as an aside, alludes to what might have provided such a specification: ‘accounting 
is indispensable in measuring and reporting organizational wealth and its changes’ (p. 7). 
But the point is not developed. What wealth is, how it is measured and how changes in 
it are measured are not discussed. 

In the second place, every measurement scheme requires the specification of a scale of 
some kind which makes it possible to distinguish the extent to which every objeci in the 


Whittington (2008) suggests that the proposed IASB measurement definition (as outlined in IASB, 
2007)——‘Financial statement measurement is the numerical ordering or comparison of an asset or 
liability (or a change in an asset or liability) to other assets and liabilities (or changes in other assets 
or liabilities) with respect to a preconceived and defined basis in terms of a monetary unit that 
relates to that same basis, with the result that the asset or liability is properly slaced’—‘may be 
rigorously grounded in measurement theory’. One wonders, given the absence of the property to 
be measured, whether academics of a like mind to Chambers would agree with Whittington’s 
assessment. 
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class possesses the specified property. At least some important contributions to the literature 
of measurement distinguish ordinal scales, intezval scales and ratio scales. These scales 
(or rather measurements taken in them) have different mathematical characteristics. As 
the addition of measures is so common in accounting processes, it is necessary to consider 
the conditions under which addition (and other forms of relation) are mathematically 
permissible—and in fact to stipulate the kind of scale which is appropriate to accounting. 
Nowhere in the whole Report is there any discussion of scales of measurement. 

In the third place, every measurement scheme requires the specification of a unit in the 
scale, and the conditions under which unit measurements shall be deemed to be of equal 
significance. In brief, this requires specification cf the meaning of the ‘standard’ unit. This 
is necessary since measurements may be taken in a variety of non-standard situations, 
such that the raw or crude measurements are not comparable or addable. Nowhere in the 
Committee report is there anv discussion of the unit of measurement, either in general 
terms or in the terms appropriate to accounting measurement. (Chambers, 1998, 
pp. 36-8) 

To put context into the previcus and ongoing measurement debates, the mid-1970s 
correspondence between Chambers and Shackle is reproduced. It reveals insights that there 
is a divide in the literature and practice of accounting between what might be described as 
practice-driven and more technical approaches to measurement. This divide is agreed to be 
critical in evaluating the serviceability of accounting for business decision making. 


Chambers’ Typewritten Letter to Shackle, 7 November 1975 


Dear Professor Shackle, : 

I am taking the liberty of sending under separate cover a paper I have submitted for 
publication in Accounting and Business Research [‘The Functions of Published Financial 
Statements’, Spring 1976, pp. 83-94]. Workers in one specialism do not commonly cross 
their boundaries. But it is of more than passing interest to find one’s views corroborated 
by another’s. I have long been uneasy about the glib adoption of the apparatus of 
mathematical probability as a model of the processes of chaice. Most of those who exploit 
it seem to me to fail to consider that choice is constrained by present states; that it is not 
so wide and free that a decision-maker must fall back on statistical probabilities; and that 
the world is not so well-structuzed that the use cf statistical probability is relevant. These 
questionable, and in many respects mistaken; presumptions have influenced many of the 
recent generation in my own field. 

For over 20 years my own disposition to establish the significance of knowledge of 
states or positions from time to time has met with little sympathy, notwithstanding that 
it lies at the core of the accounting process in my opinion. It has long been comforting 
and some encouragement, therefore, to find in your work a sustained development of the 
decision making theme with which my own conclusions would be consistent. Being 
concerned with. a singular aspect of a particular class of choices, my paper will not be of 
more than limited interest to you. But it cuts accoss much that is confused and irrelevant 
in the literature and practice of accounting; much that must be cleared away before the 
accounts, balance sheets and so on of business firms can be serviceable in the ways in 
which so many people, including economists, believe them already to be. 


Sincerely, 
R. J. Chambers 


Shackle’s handwritten response to Chambers’ letter, 15 November 1975 


Dear Dr Chambers, 
It was a very great happiness to me to have your letter. I have realized for many years 
how fascinating a study the meaning, purposes and principles of accounting could have 
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been for me, if only my early education as an economist had been conducted under less 
extreme pressure of time [for example, to finance his education Shackle worked as a bank 
clerk whilst studying for his undergraduate degree, as well as when he started a PhD, 
initially under Hayek]. The two disciplines are concerned with the same field, but see it 
in a different light and discuss it in different languages. Can your thesis be summed up 
by saying that a set of accounts should confine itself to statements to which the test of a 
factual truth can be applied, and that it should, of course strive to adhere to the truth? I 
am in perfect agreement with this. We can be eye-witnesses only to the present, including 
its records and traces of the past. We cannot be eye-witnesses of the future. In recent 
works I have avoided references to the ‘future’, which suggests by its derivation there is 
something objective to be discerned if only we were more clever or more strenuous. I 
prefer to say ‘time-to-come’. It seems to me plain that, as you insist, a business man’s 
choices are bounded by his list of assets and obligations as these exist when he is making 
his choice. I think his list needs (in principle) to be expressed in terms of technological 
and physical equipment and not only in terms of dated market value. I wonder whether 
you would feel that (as it seems to me) a business man is entitled to value his physical 
plant’s equipment, buildings, et cetera, in the light of plans which he may have for 
exploiting them, and that these plans may sometimes, with some justificatory basis, assign 
them a higher value than the market currently does? One of the things which most of all 
astonishes me is the speed at which huge fortunes can be made, well within a man’s lifetime. 
Must not such a thing be the result of his being able to buy for a low market price, materials 
and tools which he can envisage as forming a system capable of uses which would give them 
a far greater value than their purchase price? Their high value in his thought would arise 
from his personal orientation of this system, an orientation which those who compete in 
_ the market to buy the elements of this system do not have in mind or vision. We may be 
entitled to entertain such ideas and act upon them. We would not be entitled to include 
assets in his balance-sheet on such a basis. The basis may later be secured, if the performance 
of his enterprise in practice gives the market a vision like his own. The prospectus and 
the balance-sheet are different things with different purposes and different meanings, 
they must not, as I am sure you are right in insisting, be entangled with each other. 
I have read your article with very great interest and I very much hope it will be read 
by many businessmen. It was most kind of you to write to me. If only I had more time I 
should be eager to study the engrossing fields of problems on which you are engaged. 


With kind regards, 
Yours Sincerely, 
G. L. S. Skackle 


Chambers’ Reply to Shackle, 6 February 1976 


Dear Professor Shackle, . 

It was very kind of you to write to me at length. Your view of the relation between 
information about the present status and the imaginative construction of future states 
tallies exactly with my own. I recall that in some of your work you mention the confusion 
which arises when economists write of ‘income’ when they mean ‘expected income’. 
Many people in my own field quote from economists without noting that there is a 
difference between the attained and imagined. 

Certainly, as you suggest, a businessman may value his assets ‘more highly’ than the 
market in some cases. But, as it seems to me, the two valuations are different in kind and 
cannot be compared (as in the ‘more highly’). The market assigns an exchange value, the 
businessman, a user value (i.e. an expected net yield, to some time horizon, discounted 
to the present). Whether he chooses to sell or to hold an asset depends or a comparison 
of the net present values of (a) using the asset and (b) using otherwise the present 
proceeds of selling the asset. This is a comparison of two imagined consequences—which 
is quite proper; not a comparison of an actual magnitude with an imagined magnitude, which 
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seems to be a fallacious comparison. It is the capacity to imagine profitable uses of goods 
which distinguishes the entrepreneur from the administrative manager. His imagined ‘valuer’ 
does not subsist in the goods represented in the balance sheet, but in his belief in the 
fruitfulness of their use in the way he envisages. Of course, he does not always succeed. 

Thank you most cordially for sending me a copy of Keynesian Kaleidics, which I read with 
considerable pleasure—and profit. It prompted me to dip again into some of your other work. 


Sincerely, 
R. J. Chambers 


We might well contemplate what is to be gleaned from those letters. And for 
whose benefit. 

They contain a critical message for standard setters: the need to consider the 
commercial domain of accounting as the basis of the foundations of accounting 
(Chambers, 1991), especially as it relates to measurement. Contemplate further 
some other critical matters noted there by Shackle and Chambers: 


1. The need to contrast the ‘attained’ from the ‘imagined’, the ‘past and present’ 
from, as Shackles observes, the ‘time-to-come’. 

2. Hence the importance, as Chambers noted, of the need to be informed of one’s 
‘financial state’ (one’s wealth and changes in it from the last observed state), 
whenever a decision is considered. 

3. Actual and expected income are different concepts. 

4. A balance sheet and a prospectus are, as Shackle notes and Chambers would agree: 
‘different things with different purposes and different meanings, they must not, 
as I am sure you [Chambers] are right in insisting, be entangled with each other’. 

5. The general canons of measurement should be the cornerstone of any applica- 
tion to an accounting conceptual framework—as Chambers (1998) noted, 
especially those pertaining to measurement, namely properties, scales and units. 


Chambers aptly titled his 1998 piece, ‘Wanted: Foundations of Accounting 
Measurement’. Ten years on they are still wanted! ‘Measurement’ in accounting 
as elsewhere, now as then, is a technical not a haphazard affair. It is not something 
subject to the dictates of political whims. The canons of measurement have been 
well documented and are understood and accepted in many disciplines. Attempts 
by accounting standards setters to specify measurement methods will de doomed 
to repeat the mistakes of the past if they ignore that earlier discussion and if they 
do not adhere to the technical measurement canons noted above by Chambers 
(and by others, such as Canning many years earlier), namely the need to specify 
‘the property of a class of objects which it is of use and interest to measure’, ‘the 
specification of a scale of some kind which makes it possible to distinguish the 
extent to which every object in the class possesses the specified property’ and 
‘the specification of a unit in the scale, and the conditions under which unit 
measurements shall be deemed to be of equal significance’. 


Graeme Dean 
The University of Sydney 
June 2008 
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A Proposal to Replace “True and Fair View’ 
With ‘Acceptable Risk of Material 
Misstatement’ 


This article examines argumentation factors which affect the truth of an 
audit opinion. We propose that the auditor’s report be revised to replace 
the words ‘true and fair view’ with ‘acceptable risk of material misstatement’. 
This would better align the communication of auditors with the charac- 
teristics of accounting information upon which they report. Adoption of 
the wording ‘acceptable risk of material misstatemznt’ will facilitate a 
better appreciation by users of financial statements of the accounting 
estimates in financial statements. 

Key words: Accounting, risk, misstatement; Audizing: Audit, report, 
opinion; True and fair view. 


Audit reform proposals, such as those contained in the Sarbanes-Oxley Act, 2002 
(SOX), give insufficient attention to the intrinsically important underlying logic 
(or logos) of the auditor’s report and to improving the truthfulness (or epistemic 
probability) of the audit opinion. Rather, the principal focus of audit reform has 
been directed to inspire stronger confidence in the reputation (or ethos) of auditors.’ 
This is understandable if credence is accorded to the widely held conclusion 
that ‘auditors earn their living by renting their reputation’ (Puri and Ben-Ishai, 
2004, pp. 127-30). We contend that attempts to improve an auditor’s reputation, 
important as those attempts are, do little to address the ‘communication by 
inference’ in audit reports, and that they constitute an inadequate response to 
a thirty-year-old criticism that the audit report ‘may be unclear and ambiguous to 
the average reader’ (Commission on Auditors’ Resporsibilities, widely known as 
the Cohen Commission [henceforth Cohen, 1978], pp. 73-4). 


1 For example, SOX provides for enhanced oversight of auditors by the newly-formed Public Company 
Accounting Oversight Board (PCAOB); new roles and responsibilities of audit committees; prohibitions 
on auditors offering specified non-audit services to clients; audit partner rotation; and requirements 
for second partner review. 
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We analyse the argumentation that supports the audit opinion in the current 
standard-form unqualified audit report (exemplified in ‘The Independent Auditor’s 
Report on a Complete Set of General Purpose Financial Statements’, in International 
Standards on Auditing (ISA) 700 (Revised), issued by the International Auditing 
and Assurance Standards Board in December 2004). A copy of this auditor’s 
report is reproduced in the Appendix.? We contend that greater attention should 
be given to the logic (or logos) of the unqualified audit opinion and that the wording 
of the audit report needs to be changed. We concur fully with the urgings of 
Jackson (1926, p. 50) for ‘practicing accountants to produce audit reports that 
“are clear in statement and exact in meaning”’; and with the entreaty by Clarke 
(2006, p. 130) for audit certifications to be more than ‘merely a kind of palliative 
sop from directors and auditors’. 

The audit report conveys an opinion: that is, a warranted conclusion made by 
the auditor based on argument (e.g., see Norreklit, 2003). Most of the auditor’s 
argument is contained in audit files, and this should enable that argument to be 
reconstructed. Audit evidence is an important part of the process, but so too are 
principles, concepts and assumptions from accounting theory and auditing theory. 
Somehow the auditor must convey the limitations of both current International 
Financial Reporting Standards (IFRS) (or Generally Accepted Accounting 
Principles [GAAP]) and International Standards on Auditing (ISA) (or Generally 
Accepted Auditing Standards [GAAS]) in providing the measurements of wealth 
and income that are reported to users of audited financial statements. The current 
audit report (international version) refers to IFRS, ISA, ethics, and the ‘true 
and fair’ view of financial statements. But, as the special forum on accounting 
issues in Abacus (June 2006) revealed, the meaning of ‘true and fair’ is unclear 
and controversial. 

The audit report should communicate the results of such a process to best 
reflect the auditor’s state of knowledge at the time the audit report is dated. In this 
vein, the classic work by Mautz and Sharaf (1961, p. 110) agues that ‘truth in auditing 
may be defined as conformity with reality as the auditor can determine reality at 
the time of his examination and with the evidence available’. However, the reality 
referred to is economic (or accounting) reality. Although many accountants contend 
they are familiar with this reality (in contrast with, for example, Hines, 1988), the 
issue for the auditor is to communicate such a notion cf reality to users effectively. 
To help resolve this issue, Alexander and Archer (2003, pp. 4-7) provide guidance 
on how to interpret ‘economic reality’ in the context of financial accounting and 
reporting and ‘the relationship of that reality to representations of it.’ 

We describe several deficiencies of the current audit report. First, we draw 
attention to the special type of inductive reasoning, distinguished primarily by the 
dominance of ethos (reputation) over logos (logic), which needs to be used when 
interpreting an auditor’s repcrt. Second, we contend that an auditor’s report is 
deficient because it does not have strong regard for logos in its development. This 


? Although the American report is significantly different, it is likely to be changed soon to something 


similar to the IFAC version. Currently the Canadian version is undergoing such a revision. 
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is largely because of the inadequacies of the accounting standards and accounting 
theory that auditors draw upon when evaluating financial statements. Third, and 
importantly, we maintain that an audit report is impaired seriously by the failure 
of IFRS and GAAP to deal sufficiently with acceptable uncertainties in account- 
ing estimates that are reported in audited financial statements. The audit report 
needs to address these deficiencies if audited financial statements are to be rendered 
more useful, Although this was one of the main messages of Coher. (1978), the 
problems of accounting uncertainties in GAAP have still not been dealt with 
adequately (e.g., see Glover et al., 2005; and Leibler, 2902). Some have recently 
noted that the basic reliability concept of accounting measurement theory is 
fundamentally tied to such uncertainties (e.g., see Barth 2006, pp. 279-80; Maines 
and Wahlen, 2006, p. 415, especially their footnote 18). 

The audit report needs a clearer communication >f purpose and stronger 
argument in support of the audit opinion. It needs a more defensible and ‘unbe- 
fuddled’ operationalization of its ‘hoary’ ‘elusive touchstone’—the ‘true and fair’ 
principle (Cunningham, 2003, pp. 1, 12). We propose to do that by replacing the 
controversial words ‘true and fair view’ with the words ‘acceptable risk of material 
misstatement.’ The major reason we can eliminate reference to ‘true and fair 
view’ and similarly vague terms such as ‘present fairly’ is that key audit judgments 
about risk and materiality are disclosed directly to the user in the auditor’s report 
we propose. The concepi of misstatement that we use is much clearer to the user. 
We regard a misstatement to be any deviation of an ultimately realized amount 
from a reported amount in the financial statements. Under this definition, both 
types of risks of material misstatements discussed in this paper are considered as 
sources of misstatements. If they possess informaticn about misstatement(s), 
users should be able to decide if the audited information meets their needs in 
terms of the fairness of the precision and the risks associated with the audited 
numbers. The audit report will become similar to a warning label about the 
limitations and hazards of consuming a particular product, in this case financial 
reports. As a consequence, users may choose to deal, or not to deal, with com- 
panies whose audited information they find inadequate. 

We are encouraged by recent questioning by the U.S. Securities and Exchange 
Commission (SEC) (2003) of the role of the auditor, and by its implication that 
there needs to be a related change in the auditor’s repcrt. Dissatisfaction with the 
current system of audited financial reporting is quite widespread, for example, see 
Cohen (1978), Merton (2002), Savage and Van Allen (2002), Henry (2004), and 
Church et al. (2008). Mast of the focus is on financial reporting but implicit in the 
dissatisfaction is that auditors give insufficient communication of the limitations in 
current financial reporting. We attempt to address this problem via the auditor’s 
report. But there shoulc also be a coordinated effort tc remedy the deficiencies in 
current GAAP and its supporting conceptual framework. 

We are motivated also by the concern of the Financial Accounting Standards 
Board (FASB) (2004) about the reluctance of audito-s ‘to exercise professional 
judgement in areas involving accounting estimates, uncertainties, and inherent 
subjectivity’. Another motivating factor has been the FCAOB’s (2005) discussion 
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paper which raises fundamental questions about the nature and content of the 
audit report, including concerns about how to provide audit assurance when there 
are differences in the uncertainties inherent in individual accounting line items in 
financial statements.’ Church et al. (2008, p. 85) have begun a response to this call 
by surveying existing research and standards, and concluding among other things 
that the auditor’s report ‘has symbolic value, but conveys little communicative 
value’. And we accept the challenge by Glover et al. (2005) to extend their proposals 
for a separation of facts from forecasts in financial statements. We are encouraged 
too by contention that ‘auditors would also welcome a clear differentiation of 
account balances, classes of transactions, and supplemental disclosures for which 
the level of assurance obtained is high versus those items for which the level of 
assurance is not as high’ (Glover et al., 2005, p. 268). l 

In essence, we argue that the current wording of the standard-form audit report 
is deficient and that its expression, ‘true and fair view’, is operationally defective 
(Alexander, 1999; Alexander and Jermakowicz, 2006). This is because ‘true and 
fair view’ constitutes little more than a supposition, based on general reference to 
standards, to explain the connection between audit evidence and the auditor’s 
conclusion. We contend that the standard-form audit report contains little indica- 
tion that a logical argument has been made to support the audit opinion. The 
wording of the audit report suggests a partial explanation, rather than an 
argument dedicated to convincing a reader of the truthfulness (or epistemic 
probability) of the audit opinion. This suggests that the audit report retains 
vestiges of its earlier role as a certificate (Olson and Wootton, 1991, p. 89). The 
audit report relies more on the auditor’s (and the auditing profession’s) reputation 
(ethos) than on the strength (logos) of its argument. Even though the bulk of the 
argument may be based in the supporting audit file, a clearer reference in the 
audit report to the existence for such supporting material would provide greater 
accountability to users. This is why we propose the use of the word ‘justify’ in 
the auditor’s report. l 

The audit report we propose refers to the risk of material misstatement in the 
forecasts used in accounting estimates in financial statements. The risks associated- 
with such forecasts in accounting estimates are distinct from audit risks (which are 
outlined in audit standards), since they are unrelated to the risks associated with 
gathering sufficient, appropriate audit evidence. We refer to them as accounting 
risks. We draw upon Smieliauskas and. Lam (2004), who show how accounting 
risks can be incorporated into an expanded risk model that also reflects audit risk. 
This expanded notion of risk is referred to as the probability of material misstate- 
ment (PMM). It differs from the risk of material misstatement (RMM) (which ‘is 
outlined in Statements of Auditing Standards issued by the Auditing Standards 
Board of the American Institute of Certified Practicing Accountants [AICPA], 
for example, SAS 107, Audit Risk and Materiality in Conducting an Audit). RMM 


3 The examples cited by the PCAOB of this wide-ranging level of uncertainty are for the accounts 


‘cash’, ‘trade accounts payable’, ‘allowance for doubtful accounts’ and ‘valuation of stock option 
grants’. : 
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is restricted only to the uncertainties of audit evidence gathering. After an audit, 
RMM is constant for all audited accounts. However, PMM can vary because of 
the different levels and effects of accounting risks or uncertainties for each line item 
account in financial statements (e.g., as noted in Glover et al., 2005). Understanding | 
this additional complexity is important if financial statement users and audit 
report readers are to better comprehend the expression ‘true and fair view’. The 
risks of audited financial reporting that we refer to in the rest of this article are 
the PMMs associated with the financial reporting. PMMs incorporate audit risk 
and accounting risk: Consistent with a strategic business risk approach to auditing 
(see Bell et al., 1997), in our view, business risks can influence the amount of audit 
evidence gathered (evidence reduces audit risk) and the accounting risks via the 
accounting estimates that are considered acceptable. Our approach appears also 
` to be consistent with that suggested by Alexander and Archer (2003, p. 15, especially 
footnote 12), who view the role of the auditor as critical in ensuring the sufficiency of 
GAAP implementation. It does so essentially by making auditors more explicitly 
responsible for the reliability of accounting estimates via our risk concept. 

:We lay the foundation for our proposed reform of the auditor’s report by high- 
lighting the importance of according priority to matters of logos (underlying 
logic) over ethos (reputation) in audit reform. We draw attention to the problem 
posed by enthymemes znd to the narrative language features of the audit report. 
We highlight the impor-ance of the rhetorical features of an audit report and the 
interaction between the context and the language of an audit report. We then 
present, illustrate and discuss, our proposal for wording changes to the audit 
report. 


LOGIC AND LANGUAGE IN THE AUDIT REPORT 


An audit report is an argument. It is a series of statements, one or more of which 
(the audit opinion) is supported by other statements (reasons). If the reasons for 
an audit opinion are acceptable, and the argument has logical strength, then the 
__ opinion is soundly based. The strength of the link between the reasons and the 

conclusion of an argument is its inductive probability: that is, the probability 
‘the conclusion is true if the reasons are true (Skyrms, 1986, p. 11). Inductive 
probability is influenced greatly by the way the evidence is presented and portrayed. 

Consider which of the following two conclusions, often made in the context of 
the audit process, is less misleading: 


A: X represents the population. 
B: There is a 95 per cent degree of confidence that X represents the population. 


Conclusion B is less misleading because it makes the riskiness of the conclusion 
explicit, whereas conclusion A keeps the riskiness hidden. Even conclusion B is 
unlikely to be 100 per cent true unless we know more about the theory of probability 
applied and whether we accept the premises underlying it. Replacing the exact 
expression ‘95 per cent level of confidence’ with ‘probably’ would reduce this 
problem, but not eliminate it completely. A similar uncertainty problem arises 
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if X is an accounting measurement using an estimate based on predicting the 
future (e.g., estimated future cash flows). Accordingly, our proposals to improve the 
wording of the audit report (see Exhibit 1) seek to make such uncertainties more 
explicit, and therefore less misleading. 

An auditor should be interested in the truthfulness (or the epistemic probability) 
of the conclusion of his or her argument, the audit opinion. This can be determined 
by reference to the truthfulness of the reasons used in the argument and the 
inductive probability of the argument. But one can rarely, if ever, be 100 per cent 
certain that the stated reasons are true. The truthfulness of reasons cannot be 
determined solely within the realm of logic. However, once the truth values of 
reasons have been established, logic can help determine the truth of the conclusion.‘ 
In assessing the epistemic probability of the audit opinion, most readers are 
forced to rely on the wording of the audit report and the reputation (or ethos) of 
the auditor providing the argumentation. Part of the problem in current practice 
is that the arguments of auditors are not very explicit. After gathering audit 
evidence, it is unclear to many what the auditor means by referring to a ‘true and 
fair view.’ This is vexing in a contemporary world in which auditors are expected 
to justify their conclusions better within the constraints of supposedly standard- 
ized financial statement audit opinions (Power, 1997). Disclosure of materialities 
would help assess the comparability of audited financial statements. Such issues 
were explored in extensive detail in Leslie (1985, Ch. 12) and were complemented 
by Glover et al.’s (2005) highlighting of the important effects of (what we call 
here) the accounting risks in financial reporting. 

Audit opinions should draw upon accounting principles and rules to justify the 
accounting treatment used in audited financial statements. This is where the 
principles versus rules debate influences the nature of audit reasoning. Under a 
principles-based approach, after gathering sufficient appropriate evidence, the 
auditor should be able to draw upon the conceptual framework for financial 
reporting as part of the argument to justify an opinion. Examples of the reasoning 
adopted on some important accounting issues should be provided in the audit file, 
together with discussion of the effects of the conceptual framework on the reasoning. 

Assets, for example, can have varying levels of acceptable risk. The need to 
make (risky) predictions regarding the uncertainties associated with obtaining an 
asset’s future benefits is pervasive in recognizing an asset (see Glover et al., 2005). 


4 Putting arguments into a standard form to maximize logical clarity is facilitative. Nonetheless, the 


overall persuasiveness of an argument may be maximized by deviating from the standard form to 
exploit rhetorical features (Feldman and Skéidberg, 2002, p. 276). Conversely, rhetoric can be used 
to persuade without giving good reasons. Rhetorical ploys can manipulate the emotional power of 
language or exploit linguistic phenomena such as ambiguity, vagueness, metaphor, rhetorical questions 
and irony to avoid giving good reasons for a conclusion (e.g., Jovicic, 2004). 


Nobes (2005) provides good reasons to support the treatment of particular accounting issues. For 
example, he suggests that in lease accounting, reliance on a fundamental concept of assets would 
make a better justification than the detailed rules currently used in accounting standards worldwide. 
Developing a consensus for a particular definition of ‘a fundamental concept of assets’ is a potentially 
vexing social process that we do not pursue here (see Schiappa, 2003, for a general exposition on 
the social aspect of definitions). 
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Once a level of acceptable risk is identified (either by an auditor or by standard 
setters), then more detailed rules (such as those used currently in accounting for 
leased assets) are appropriate to follow. 

Auditors’ arguments would be strengthened if they acknowledged any 
qualifications explicitly. “Your credibility requires that you limit the scope of your 
arguments by hedging the uncertainty of your claims and evidence with modifying 
words and phrases’ (Booth et al., 1995, p. 140). A good example of a qualifier in 
financial reporting would be a statement to the effect that although GAAP are 
the most common criteria for evaluating financial reporting, GAAP do not always 
result in fair presentation.® The levels of accounting risks the auditor deems 
acceptable for various accounting estimates may be the distinguishing feature of 
what makes for fairness of presentation versus what is merely in conformity with 
GAAP. 


The Logos, Pathos and Ethos of the Auditor’s Report 

Arguments in an auditor’s report are expressed in natural language, pcssess 
important rhetorical aspects, and incorporate classical logic. As Aristotle reportedly 
observed, every argument (and this includes the largely implicit argument in an 
auditor’s report) depends on appeals to its logos (logic), pathos (emotional 
quality) and ethos (the writer’s perceived character). The conviction of the reader 
of an audit report is woven of all three (Booth et al., 1995, p. 145). Thus, the 
characteristics of logos, pathos and ethos do appeal rhetorically to readers of an 
auditor’s report. Pathos (an appeal to a reader’s emotions and mocd) is evident 
in use of the words ‘true and fair’ (or ‘present fairly’); ethos is associated with 
the auditor’s perceived independence and trustworthiness (Reiter and Williams, 
2004); and logos is the audit report’s rational argument and reasoning. 

Ideally, an auditor’s report, containing an audit opinion based on sound 
argumentation, should be like the example Norreklit (2003, pp. 595-96) cites of 
scholarly text: it should appeal extensively to the reader’s logos, but much less to 
his or her pathos. According to Norreklit (p. 595), ‘if a text appeals too much to 
pathos and insufficiently to logos, then it becomes emotional, imprecise and open 
to interpretation’. This prompts three questions. First, what is the ideal balance 
between logos and pathos in the discursive construction of the audit report? 
Second, should pathos be constituted partly by the degree to which users of audit 
reports have been socialized to place value upon logos? Third, should audit 
opinions contain an appeal to the authority (ethos) or the professional reputation 
of the author (in this case, an auditing firm and the public image of the auditing 
profession)? 

A modern audit report includes the important expression, ‘in our opinion’. This 
serves the key rhetorical purpose of linking reader assessment of the epistemic 


€ Some interpret ‘present fairly’ to mean that an overall evaluation of financial statements has been 


made. See studies of the “fair presentation” override’ by Zeff (2006), Evans (2003), and Chambers 
and Wolnizer (1990). Cohen (1978, pp. 74-8) and Leibler (2002, p. 1) propose that ‘fair presenta- 
tion’ refers to the completeness of disclosure—something not operational unless the fundamental 
concept of misstatement is clarified, as discussed here. 
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probability of the audit opinion to the ethos, or the reputation, of the audit firm in 
whose ‘opinion’ the audit opinion is stated. And although it is a hedging expression 
that might be regarded as a ‘threat minimizing strateg[y] used to signal distance 
and to avoid absolute statements’ (Salager-Meyer, n.d., pp. 1-3), it clearly serves 
an important rhetorical purpose. 

Contextual factors (such as the account balance being audited and the reputa- 
tion of the auditor) affect the inductive probability of an audit opinion. In 
some situations, such as where an arguer loses credibility, context can override 
anything that is said or written, regardless of the strength of logic of the expressed 
argument. If an auditor lacks the appearance of independence, ethos may prevail 
over logos. 

Audit opinions are intended to persuade and add credibility, rendering them 
unavoidably rhetorical. They draw strength from the context in which they are 
made and from the ethos of the provider. This is why an important ethical 
objective of the profession is to maintain the reputation of auditors and why 
much current audit reform is focused on repairing and enhancing the ethos of 
the auditor. 

An auditor risks losing credibility by invoking bad arguments that involve poor 
logos. Recent changes in federal rules of evidence (FRE) in the U.S.A. are 
encouraging because they now require expert witnesses (such as public accountants) 
to substantiate their opinions with concrete data and appropriate methodology’ 
(FRE, 2007). Such proposed change increases the strength of the expert’s argu- 
ment by increasing the reliability of data, and reflects renewed interest in the 
logos of argumentation and changing social norms about the social accountability 
of experts. It appears that legal reformers are prepared to rely less on the authority 
(ethos) of the expert, and more on the reasoning (logos) provided to support 
conclusions. Such an attitude is more apparent now with investors. Many are 
less willing to rely on the authority of auditors, and are seeking more explicit 
accountability signals from auditors through enhanced quality control and external 
monitoring of the quality of auditors’ reasoning by bodies such as the PCAOB. 
This additional accountabilitv is reflected in the revised report wording we propose, 
in which the auditor is required to claim explicitly that he or she has ‘good reasons’ 
for the audit conclusion. 

‘Good reasons’ (acceptable premises in a logical argument) is an expression 
used commonly by philosophers of argumentation theory to indicate when a con- 
clusion is deemed to be justified (e.g., Walton, 2006, p. 84). Explicit reference to 
‘good reasons’ communicates to readers that the expert’s opinion is based on 
evidence; and that, if challenged, the evidence is able to justify the conclusion. Put 
another way, the expert (the auditor) has met the burden of proof implicit in the 
discourse represented by the audit engagement, and is able to demonstrate that 
the opinion is consistent with what other experts would assert (Walton, 2006, 
p. 88). The audit opinion should not be based just on the auditor’s authority and 
reputation (ethos). The obligation to have good reasons puts the onus on the auditor 
to justify all audit opinions appropriately. The importance of justification is 
stressed increasingly in audit judgment research (e.g., Shankar and Tan, 2006). 
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We use ‘justify’ in similar vein to its use in logic and philosophy, to mean that a 
sound argument has been made for the auditor’s beliefs or actions (Audi, 1995, 
p. 395). 


THE PROBLEM OF ENTHYMEMES 


A major problem in evaluating audit opinion arguments is that many are incomplete 
because some of the supporting reasons are not made explicit. In argument theory 
such omitted reasons are known as enthymemes. Th2y are expected because 
arguments always rely, to some extent, on shared background knowledge. A major 
difficulty facing auditors is the impossibility of specifying every aspect of the 
universe they assume when making an audit opinion (Walton, 2001b). 

A particularly distinguishing feature of accounting and auditing is the need to 
rely on quasi-laws that cannot be used universally to characterize every issue 
affecting a specific context. This difficulty is manifest in the questionable status of 
many elements of accounting standards and auditing standards (Alexander, 1999). 
Auditors, for example, have the problem of determining how much evidence to 
gather about a range of accounting assumptions, such as taose about ‘going concern’ 
or ‘management honesty’.’ 

Auditors are confronted by uncertainties in deciding what claims need to be 
supported by evidence, and how much evidence would te considered sufficient for 
such claims. They thus need to make some predictions and assumptions. However, 
the assumptions they rely upon are often enthymemes (that is, not always 
obvious). Auditors have to decide which assumptions to make explicit in providing 
an audit opinion. Should auditors state their level of knowledge of the business, 
industry and culture, and demonstrate they are drawing on that knowledge? A 
difficulty they face is that it is unnecessary (and usually impossible) to state every 
reason and assumption implicit in an argument. 

Public consensus on the acceptability of reasons used in arriving at an audit 
opinion has changed. The reasons are no longer sufficient if probable: they 
need to be justified separately in a sub-argument as pert of the auditor’s overall 
argumentation. This is because data violating the enthymemes can be overlooked 
inadvertently by auditors.’ For example, the presumption of management’s 
honesty, in the absence of evidence to the contrary, is no longer sufficient grounds 
to conclude that that there is no fraudulent reporting. As another example, con- 
sider the matter of ‘economic substance’, which the SEC (2003) wants captured in 
financial reports. If the premises of ‘economic substance’ have not been addressed 
sufficiently in GAAP to make financial statements ‘true and fair’ (or ‘present 
fairly’), should these premises be stated by auditors? Cur proposed revised audit 


Nobes (2005, pp. 30-1) has identified the difficulties of assessing management intentions and the 
rebuttable presumptions required by various accounting standards. 


The problem of enthymemes in argument evaluation is recognized widely in studies of rhetoric 
(e.g., Dyck, 2002; Feldman and Skéldberg, 2002). 
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report makes the premises that underlie the words ‘true and fair view’ (or ‘present 
fairly’) more explicit. 


Rhetoric and the Interaction of Language and Context 

An understanding of rhetoric (encompassing the logic, the language, and the con- 
text of argumentation) is important in evaluating audit argument. Auditors often 
need to invoke rhetorical principles in audit argumentation to expose, and to 
counter, deceptions arising from the use of rhetorical devices by managements 
(such as appeals to the authority of the speaker or emotional appeals: Posner, 
1995, pp. 501-3). The importance of rhetoric has been highlighted by Rich et al. 
(1997) and Shankar and Tan (2006). It is noted that audit working papers may be 
‘purposefully stylised’ by preparers to persuade audit reviewers; and that audit 
team members are likely to engage in persuasive (that is, rhetorical) and oppor- 
tunistic behaviours as well. Rhetoric seems destined to become more relevant as 
accountability becomes more important in an evolving ‘audit society’ (Power, 
1997). Auditors should be alert to the power of rhetoric and language to influence 
beliefs. 

A large part of the problem for auditors arises because there is no authoritative 
(technical) definition of what is ‘true’ or ‘fair’. Chambers and Wolnizer (1990, 
p. 361) have highlighted a major enthymeme in audit opinions: that auditors 
assume there is a shared understanding about what constitutes the innate ‘truth’ 
and ‘fairness’ of the financial statements on which they render an opinion about 
the ‘presentation of truth and fairness’. Despite the persuasive argument that ‘we 
need to know the truth of the matter about which the truth is expected to be told’ 
(Chambers and Wolnizer, 1990, p. 361), the standard audit report is silent about the 
special technical meanings that should be ascribed to terms such as ‘true’, ‘fair’, 
‘fairness’ and ‘fairly’. As a consequence, the ‘positive emotive connotations’ 
(Walton, 2001a, p. 119) attaching to the words ‘true’ and ‘fair’ remain rhetorically 
potent (Stevenson, 1938; Aomi, 1985). The rhetorical subtleties of these terms are 
perverse. This appears to be the reason why Cohen (1978, pp. 74-8) proposed 
dropping such terms and, instead, referred to the appropriateness of accounting 
standards in the circumstances. We concur with Cohen, but we add the clarification 
that appropriateness denotes a level of acceptable risk of material misstatement 
from what is reported in the financial statements.’ 

Tn a world in which conveying information regarding risk is increasingly important, 
auditors have to determine how the audit report should incorporate traditional 
audit risks (associated with gathering appropriate evidence) and accounting risks 
(associated with making predictions in estimates used in applying GAAP). If this 
determination could be achieved, it would be a good response to the broader 
urgings (e.g., by the SEC, 2003) to give more explicit consideration to the riskiness 


? For example, this is the primary means of identifying Enron-type estimates that are ‘aggressive’ or 


“‘anrealistic-—they are unrealistic because the risks of material misstatements in using them are 
too high. 
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of estimates in accounting.!© What is needed is an integration of the conceptual 
frameworks for auditing and accounting, facilitated by using a risk-based perspective 
in both. Audit risk, a core concept of auditing theory, should be extended to the 
accounting conceptual framework via the accounting risk concept, such that only 
acceptable levels of accounting risk should be incorporated in the accounting 
numbers reported in audited financial statements. So, importantly, just as an audit 
is not considered complete until audit risk is reduced to acceptable levels, a 
number reported in financial statements should not be considered appropriate 
unless its accounting risk is within acceptable levels. This appears to be one effective 
way to represent Chambers and Wolnizer’s (1990, p. 361) ‘best available approxima- 
tion to true statements about the company’. 

Accounting risk is not addressed explicitly in either auditing standards or 
accounting standards, despite being inherent in accrual accounting. The proposal 
by Glover et al. (2005) to separate facts from forecasts in financial statements by 
presenting three columns (‘fact’, ‘forecast’ and ‘total’) deserves close considera- 
tion (see also Rosenfield, 2008). Without accepting some level of accounting risk, 
financial reporting is limited to historical cash flow reporting. On the other hand, 
too much accounting risk facilitates fraudulent reporting by making it impossible 
to distinguish between GAAP reporting and reporting on forecasts. Just as some 
forecasts can be viewed as arbitrary over a certain range, so too can accounting 
estimates—both are dependent on the level of prediction uncertainty that is 
acceptable in each application. So, if these uncertainties are left unclear, this creates 
opportunities for manipulation through estimates in financial reports. The level of 
acceptable accounting risk seems to be a good way of conceptually distinguishing 
comprehensive income components (higher acceptable risks) from net income 
components (lower acceptable risks). This is because the ‘unrealized’ items 
included in comprehensive income of North American standards have greater 
accounting risk of not being ‘realized’ for purposes of net income reporting (e.g., 
see CICA, 2007, Handbook Section 1530.12). In the revised auditor’s report we 
propose in Exhibit 1, we focus on acceptable levels of risk in financial reporting as 
a major way of addressing the meaning of ‘true and fair view’. 

The problem faced by auditors is similar to the problem that statisticians face 
in summarizing their conclusions under conditions of uncertainty. Usually, an 
opinion poll report in the news media is a good example of a statistical report that 
is understandable to the general public. Statisticians have long been in the 
vanguard of those using inductive logic to truthfully report ‘risky’ conclusions. 
Audit reports are also characterised by ‘risky’ conclusions, since audit conclusions 
are based on a testing of only part of a client’s information system. Thus, audit 
opinions may be analogous to opinion polls, but with added risk arising from the 
need to predict the future. In opinion polls (in which only a small part of the popu- 
lation is tested), statisticians deal with ‘risky’ conclusions about the population by 
making statements such as the following: ‘On May 22, 2007 42 per cent of voters 


© Similar urgings have been made also by forensic accountants and lawyers (Smieliauskas and Lam, 
2004), and by Nobel prize winning economist Merton (2002). 
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in New York, plus or minus 2 per cent, supported the election of Hillary Clinton 
as President of the United States, 19 times out of 20°. 

In this opinion poll example there is uncertainty due to limited knowledge. 
Statisticians capture this uncertainty in a ‘fair’ (i.e., non-misleading) way through 
the confidence interval (40—44 per cent of voters) and the associated confidence 
level (nineteen times out of twenty, or 95 per cent). If we know the confidence 
level, we know that the risk of being materially wrong is 1 minus the confid- 
ence level. These concepts are the basis of the current audit risk model. Audit 
risk is 1 minus the confidence that the auditor is correct, and the 2 per cent precision 
is analogous to the auditor’s concept of materiality. 

However, in audited financial statements the only information reported is the 
42 per cent. Neither the materiality level nor the risk of being materially wrong 
is reported. Does this result in a ‘true and fair’ statement of the auditor’s knowledge? 
We contend that it does not. Would this result in an equally ‘true and fair’ statement 
if the undisclosed materiality (precision) was 30 per cent and the undisclosed risk 
was 50 per cent? If the reader agrees that the answer is ‘no’ (and there were no 
standards or norms in place as in opinion polling) then the reader would probably 
agree that disclosure of such data would be critical to interpreting statements such 
as that there was ‘42 per cent support for Hillary Clinton’. 

We assume that ‘true and fair’ should approximate an opinion poll conclusion 
because it better reflects the auditor’s state of knowledge. However, financial 
reporting is complicated by the auditor’s need to detect known and likely mis- 
statements via evidence gathering (that is, uncertainty about the ‘facts’ at the date 
of the audit opinion, what we call audit risk). Auditors must also be concerned 
with the forecast errors that inevitably arise from making accounting estimates in 
accrual accounting. This uncertainty about ‘forecast errors’ at the date of the 
audit opinion is what we call accounting risk. Accounting risk is equivalent to the 
risk of predicting the percentage of voters that would support Hillary Clinton in 
November 2008 (that is, the future election date) based on the facts known on 21 
May 2007. Note that this introduces a whole new class of uncertainties. Glover et al. 
(2005) refer to those as forecast errors that are in addition to the uncertainties of 
extrapolating the sample results of 21 May 2007 to the population of 21 May 2007. 
In many situations, the forecast uncertainties would overshadow the sampling 
uncertainties. Evidence gathering uncertainties of current audit standards correspond 
with the sampling uncertainties at 21 May 2007 (what we call audit risk). The 
forecast uncertainties associated with November 2008 results is what we call 
accounting risk. But accounting risk is virtually ignored by GAAP (see Glover et al., 
2005). Our proposed audit report attempts to remedy this deficiency by making 
the report correspond more closely with an opinion poll statement of the auditor’s 
knowledge, but in a way that also incorporates accounting risk. 

We can operationalize our proposal by using a model like that proposed by 
Smieliauskas and Lam (2004) to calculate an overall risk of material misstatement 
in financial statements. This means we need a broader concept of misstatements 
than that used in current accounting and auditing standards. Accordingly, we 
define a misstatement as any deviation of an ultimately realized amount from an 
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amount reported in audited financial statements, including estimated amounts. 
For full effectiveness, our report should be complemented by disclosures on 
forecast errors that have been advocated for financial reporting by Glover et al. 
(2005). 


A PROPOSAL FOR WORDING CHANGES TO THE AUDIT REPORT 


The auditor’s report should better accommodate the aggregate risk associated 
with audited numbers. Barth (2006, p. 280) notes: ‘For example, estimating expected 
future cash flows from expected future contracts requires estimating cash flows 
further into the future, which is inherently more difficult than estimating cash 
flows in the nearer term’. Failure to identify adequately the accounting risks 
potentially makes GAAP estimates indistinguishable from forecasted financial 
information such as earnings forecasts, and thus is likely to facilitate financial 
reporting fraud, and encourage misleading reporting. Auditors should therefore 
be more explicit in identifying levels of acceptable risks for GAAP-related financial 
statement audits. A level of acceptable accounting uncertainty that is too high 
also seems to be the source of the incorrigibility problem that has long bedevilled 
accounting theory (e.g., AAA, 1971, p. 22; Smieliauskas and Lam, 2004). Since 
assessment of accounting risk requires prediction of the future, control of 
accounting risk is tantamount to control of prediction accuracy. 

Our proposed audit report in Exhibit 1 recommends changes to the standard 
audit report to replace the expression ‘true and fair view’ with ‘acceptable risks of 
material misstatement in accounting estimates’. Our proposal would cause the 
audit report and accompanying financial statements to operate under principles 
similar to those proposed for everyday conversation by the influential British 
philosopher, Grice (1989). He enunciated a set of ‘maxims’ that any conversation 
implicitly should follow. These Gricean maxims require that ‘the speaker tries to 
be as informative, truthful, relevant, concise, clear, and orderly as possible, and 
that the listener interprets what the speaker says as [meeting these requirements’ 
(Bennet, 2004, p. 197, emphasis added). In an accounting context, assigning a 
number to an abstract concept such as net income implies, under Gricean maxims, 
a degree of accuracy in the number. (Also see Chambers and Wolnizer, 1990, 
pp. 360-1.) In consonance with this implication, we propose that auditors give effect 
to Gricean maxims by adopting the concept of ‘acceptable risk of material 
misstatement’ of a number appearing in financial statements. Note how closely 
related these Gricean concepts are to such financial reporting conceptual framework 
concepts as usefulness, relevance and reliability (see Maines and Wahlen, 2006, 
p. 401, for a more complete discussion of the concepts in the financial reporting 
conceptual framework). 

The concept of ‘acceptable risk of material misstatement’ is broader than 
conventional audit risk. The latter is assessed based on the directions on evidence 
gathering in current auditing standards. Our concept of misstatement (which we 
define as any deviation of an ultimately realized amount from a reported accounting 
number in the financial statements) is more precise, accords with Gricean maxims in 
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a better fashion than current standards (e.g., PCAOB, 2006, pp. 6-14, for recognition 
of problems of the misstatement concepts used by current standards), and also 
accords with the distinctions Glover et al. (2005) make in their reporting framework 
based on what we call accounting risks. 

We assume that assigning a number to a line item account in a financial statement 
means that there is a certain minimum probability the number will be attained. If 
the probability of attaining the number becomes remote, we argue that assigning 
such a number is deceptive, and a violation of Gricean maxims. This is alleged to 
be especially true in the joint FASB/IASB conceptual framework project where 
assets have ‘conceptual primacy’ and income measurement is especially sensitive 
to material misstatements in the measurements of assets (Bullen and Crook, 
2005). If the audit report is to have enhanced social acceptability, it needs to better 
explain the critical role of uncertainties in accounting reports. 

Auditors have accepted responsibility for providing reasonable assurance for 
intentional, as well as unintentional, misstatements in financial reports (AICPA, 
2002). However, a major unresolved issue is how to deal with the uncertainty 
associated principally with making estimates in accrual accounting. This ‘accounting 
uncertainty’! has been recognized as a major deficiency of current financial 
reporting by portfolio managers (Savage and Van Allen, 2002), the general business 
community (Henry, 2004) and by researchers, standard setters and regulators 
(American Assembly [henceforth AA], 2003; Glover et al., 2005). The auditor’s 
report needs to be revised to account for this problem. 

A key issue identified by the PCAOB (2005) in the development of any new 
audit reporting model is how to respond adequately to the problem of accounting 
uncertainty. One seemingly aatural way for an auditor to do this is to focus on the 
riskiness of accounting numbers. This could be achieved if the evidence-based 
audit reasoning required by auditing standards to control audit risk to acceptable 
levels (e.g., as implied by SAS 111, Amendment to Statement on Auditing Standards 
No. 39, Audit Sampling, para. 8) was also used to control accounting risks within 
their acceptable levels (Smieliauskas and Lam, 2004). If these acceptable levels of 
audit and accounting risks are exceeded, then the auditor should insist on appro- 
priate disclosure (e.g., Glover et al., 2005) or a qualified opinion should be issued 
because of an accounting deficiency. Thus, the auditor should insist on proper 
accounting treatment and thereby elevate accounting risk to be a key aspect of a 
‘true and fair view’ presentation. This would make the audit report more consistent 
with the opinion poll analogy of reporting on ‘risky’ conclusions. 

The preceding proposal ought not to be controversial. It would be more consistent 
with the way ‘risky’ conclusions are reported in the sciences, and in opinion polls. 
Moreover, the claim by auditors that financial statements are ‘true and fair’ is 
viewed as a central tenet of accounting theory, not just auditing theory.” As a 


1! This uncertainty becomes even more pronounced with the increasing acceptance of various types 


of ‘fair value’ accounting measures. 


For example, Alexander (1999) outlines three approaches to developing GAAP criteria, one of 
which includes fairness of presentation. 
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possible indicator of this, in 2005 an FASB exposure draft (The Hierarchy of 
Generally Accepted Accounting Principles proposed that the FASB assume 
responsibility, from auditing standard setters, for making improvements in the 
GAAP hierarchy. To help auditors to justify an audit opinion, the FASB high- 
lighted the need to decide what constituted ‘fair presentation’ and to develop a 
coherent system of reasoning between audit evidence and its accounting-based 
subject matter. It is noteworthy that well before auditing became explicitly risk- 
-based, Paton and Littleton (1940, pp. 18-21) suggested an evidence-based accounting 
theory using audit reasoning. 

A desirable outcome of a reporting system that is both risk-based and evidence- 
based is that acceptable risk becomes a pervasive feature of both the audit and its 
accounting subject matter. Fairness in financial reporting should inform users of 
the materiality (precision) and the riskiness associated with financial statement 
numbers. We can enhance disclosure of materiality by drawing upon the guidance 
in Leslie (1985) and in audit standards (e.g., SAS 107, Audit Risk and Materiality 
in Conducting an Audit): both underscore the importance of materiality to user 
needs. They identify qualitative and quantitative factors (consistent with the 
SEC’s Staff Accounting Bulletin 99, Materiality) that should be considered in 
determining materiality for financial statements. 

The meaning of materiality should be explicit in the auditor’s report. Under our 
approach, users will have more information to make their decisions. If users want 
more precision in financial statement numbers, they are free to look at other 
audited financial statements with materiality levels acceptable to them. In other 
words, users can decide what is ‘true and fair’ to them by choosing to deal with 
companies whose audit reports indicate materialities that are acceptable to them. 
Additional disclosures in the financial statements or in the audit report of levels 
of acceptable risks further facilitate truthful communications. Although auditors 
will need to develop verification procedures for such new disclosures, this reinforces 
our concerns about the need for auditor justification of such conclusions. 

The concerns of the AA (2003) and the SEC (2003) demonstrate that riskiness 
of accounting estimates should be controlled and disclosed—particularly for high 
risk audited numbers, such as those with risks of material misstatement exceeding 
90 per cent (Petroni and Beasley, 1996). Presenting high risk numbers without 
disclosing the risks involved is likely to be misleading—even though such numbers 
are acceptable within GAAP. To avoid this problem our proposal embodies the 
concept of misstatement implied in Petroni and Beasley and in Gricean maxims of 
effective communication. Thus, any deviation from a recorded amount in the 
financial statements, whether an estimate or a known amount, is a misstatement. 
The risk of such misstatement needs to be disclosed in financial reports (as 
implied by Glover et al., 2005) or the auditor should provide the disclosure in a 
qualified opinion. 

Currently, neither auditing standards nor accounting standards consider ‘reason- 
able’ deviations in financial statement estimates as misstatements (e.g. SAS 57, 
Auditing Accounting Estimates [AU 342.14]). Hence, the associated risks are 
ignored. This problem is perpetuated by the reliance of the PCAOB’s Auditing 
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Standard No. 2 (An Audit of Internal Control Over Financial Reporting Performed in 
Conjunction with an Audit of Financial Staiements) on current GAAP, with its risk 
imperfections, to determine whether internal controls are reliable. To avoid being 
misled by these deficiencies in making a claim of ‘true and fair’, auditors should 
either disclose the uncertainties associated with accounting numbers or provide 
less assurance for the high risk numbers (e.g., in a separate report, as suggested 
by AA, 2003, and Glover et al., 2005). If ‘true and fair’ effectively means ‘not 
misleading’, then giving attention to the way we report accounting uncertainties is 
an important task. 


Example: Accounting for Loss Contingencies 

Assume an auditor has a client who is being sued in the court system. The client 
has a legal damages obligation which is required to be recorded at fair value. The 
legal advice received is that winning the case (thereby with an attendant damages 
payout obligation of zero) is a 40 per cent chance. Losing the case (thereby with 
an attendant damages payout obligation of $1 million) is a 60 per cent chance. 
Given a perfect market, the fair value of this obligation, calculated in accord with 
Bernoulli’s Law of Large Numbers that underlie insurance principles, is $600,000. 
This figure is reported in the client’s financial statements (e.g., see Moss, 2002, 
Ch. 2, for an overview of insurance principles). The accounting risk associated 
with the $600,000 figure is 100 per cent. This is because there is no way a pay- 
out of this amount could ever be realized based on the facts available. Only a 
$1 million payout, or no payout at all, is possible (unless the client were to purchase 
coverage in a perfect insurance market for $600,000 in order to avoid the potential 
loss of $1 million). Note that the audit risk here can be zero because all the 
evidence needed to establish the facts at the point in time of the audit opinion 
has been obtained. The only uncertainty remaining is with respect to forecast 
errors associated with any numbers recorded in the financial statements under 
accrual accounting (Glover et al., 2005). 

To decide what should be recorded in the above situation, accounting rules 
governing loss contingency situations may be invoked (e.g., CICA, 2007, 
Handbook Section 3290.12-15). Under these rules contingent losses are recorded 
only if they are ‘likely’ and measurable. If the losses are ‘unlikely’ they may even 
be ignored. In the range between likely and unlikely, the most prudent form of 
disclosure is in the notes to the financial statements. In our example, the losses are 
measurable, so the form of disclosure is determined by how the term likely is 
defined. ‘Likely’ is frequently referred to as a ‘high’ probability. ‘Unlikely’ is 
referred to as a ‘remote’ probability. Accounting risk under this system for a 
recorded contingent liability is 1—‘likely’. This is considerably less ‘than the 
recorded amount under the fair value proposal and may explain why contingency 
accounting rules have arisen as they have. 


3 Some might argue that that the fair value based on expected future cash flow gives the ‘true and 


fair’ view, provided sufficient explanation is given in the notes to the financial statements. 
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One problem with accounting rules governing contingencies is their asymmetry: 
the rules apply only to losses, but not to gains. This creates an inconsistency in the 
treatment of the threshold probabilities for recognizing contingent assets with 
those that apply in recognizing contingent liabilities. The fair value rules used in 
our example may eliminate this inconsistency—but at the price of recognizing 
assets which would have no probability of being realized at the recorded value. 
Benston (2006, p. 483) has identified this as a serious flaw in current proposals to 
implement fair value accounting. 

These flaws can be illustrated in our loss contingency example. Note that the 
recorded contingency expense under fair value accounting would be no different 
than if insurance had been purchased to protect the client from the potential loss 
of $1 million. In an efficient market (as we have here), the cost of such insurance 
would approach the expected value of $600,000. This would be equivalent to the 
contingent loss under fair value. But when the client buys insurance, the accounting 
risk is totally eliminated. So, a practice of recording fair values in which accounting 
risks are ignored could result in recording substantively different economic 
situations in the same way. Does this result in ‘true and fair’ presentation? We 
suggest not. To us, this is an example of an unreliable accounting measurement. 
That is why we contend that disclosing the accounting risks is important to ‘true 
and fair’ reporting. 

Similar arguments can be raised with respect to reporting on going-concern 
issues. In many respects going-concern issues overlap with contingency accounting: 
one can easily imagine a scenario in which a loss contingency, such as a major 
lawsuit, results in going-concern problems. But in current proposed wording in 
the IASB Exposure Draft on revising ISA 570 (www.ifac.org/exposure, drafts 
accessed, 10 June 2007) the threshold for disclosure of going-concern problems 
is termed ‘significant doubt’ and not ‘unlikely’. There is an inconsistency with 
the ‘likely’ (high probability) and ‘unlikely’ (remote probability) specified in 
accounting rules for reporting loss contingencies. This means the accounting risks 
would also be different under going-concern reporting guidelines for the recorded 
values that arise from such reasoning. Use of different uncertainty terms for 
situations that are substantively equivalent suggests an inconsistency in the 
accounting treatment for economically comparable situations. But, keeping track 
of the accounting risks will help minimize problems of interpretation for users 
of the financial statements. Our concerns and suggestions are in sympathy with the 
call by Boritz (1991) for more comprehensive guidance on dealing with going- 
concern issues. 


Our Proposed Audit Report 

.The modified standard audit report we propose in Exhibit 1 uses bold type to 
highlight wording changes. We replace the vague expression, ‘true and fair view’, 
with the words ‘acceptable risk of material misstatement’. As noted earlier, our 
concept of risk incorporates audit risks as well as accounting risks in order to 
allow a statement as close as possible to the semantics of an opinion poll. These 
two risks can be combined using a model similar to one proposed by Smieliauskas 
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EXHIBIT 1 


FROPOSED AUDIT REPORT 
(suggested wording changes in bold) 





We have audited the accompanying financial statements of ABC Company, which comprise the 
balance sheet as at December 31, 20X1, and the income statement, statement of changes in equity and 
cash flow statement for the year then ended, and a summary of significant accounting policies and 
other explanatory notes. 


Management's Responsibility for the Financial Statements 

Management is responsible for the preparation and fair presentation of these financial statements in 
accordance with International Financial Reporting Standards. This responsibility includes: designing, 
implementing and maintaining internal control relevant to the preparation and fair presentation of 
financial statements that are free from material misstatement, whether due to to fraud or error; 
selecting and applying appropriate accounting policies; and making accounting estimates that are 
reasonable in the circumstances. 


Auditor’s Responsibility 

Our responsibility is to express ar opinion on these financial statements based on our audit. We 
conducted our audit in accordance with International Standards on Auditing. Those standards require 
that we comply with ethical requirements and plan and perform the audit to obtain reasonable 
assurance whether the financial statements have an acceptably low risk of material misstatement. In 
this audit we considered $XXX to be material for the financial statements taken as a whole. 


An audit involves performing procedures to obtain audit evidence about the amounts and disclosures 
in the financial statements. The procedures selected depend on the auditor’s judgment, including the 
assessment of the risks of material misstatement of the financial statements, whether due to fraud or 
error. In making those risk assessments, the auditor considers internal control relevant to the entity’s 
preparation and fair presentation of the financial statements in order to design audit procedures that 
are appropriate in the circumstances, but not for the purpose of expressing an opinion on the 
effectiveness of the entity’s internal control. An audit also includes evaluating the appropriateness of 
accounting policies used and the reasonableness of accounting estimates made by management, as well 
as evaluating the overall presentation of financial statements. 


We believe that the audit evidence we have obtained is sufficient and appropriate to justify our audit 
opinion. This justification is documented in our audit file. 


Because of inherent limitations of estimates required in generally accepted accounting principles there 
may be material differences between the amounts recorded and what is realized ultimately. Such 
material differences arise from the need to use estimates and predictions of the future in financial 
reporting. These estimates and predictions are subject to the risk that they will become inadequate 
because of unexpected changes in conditions. We have identified acceptable levels of these risks for 
each of the accounts. The resulting estimates, related note disclosures, and account titles and account 
totals are within the bounds of these acceptable risk levels. 

Opinion 

In our opinion, the financial statements have acceptable levels of risk in providing a representation of 
the financial position of the company as at December 31, 20X1, and of the results of its operations and 
cash flows for the year then ended in accordance with International Financial Reporting Standards. 


AUDITOR 
Date 








and Lam (2004). We also recognize that the acceptable level of risk might vary for 
each line item of the financial statements. Our wording makes it clear that 
‘acceptable risk of material misstatement’ includes failure to predict accounting 
estimates and to incorporate intentional and unintentional misstatements. Our 


14 This helps explain the ambiguity of the fairness concept noted by Houghton (1987). 
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proposal incorporates long-standing recommendations for the planned materiality 
level to be explicit in the audit report. We make major changes to the standard 
language of the report, consistent with the urgings of Cohen (1978, p. 73) that 
major change ‘be noticed and .. . result in users achieving a better understanding 
of the work of the auditor’. 

Our concept of misstatement (any deviation of an ultimately realized amount 
from a reported amount) differs from current auditing and accounting standards. 
If the profession insists on continuing to use its current, less clear concept of 
misstatement based only on what is included within a ‘reasonable range’ (e.g. CICA 
AuG-41, Applying the Concept of Materiality}, then we propose that an additional 
paragraph be added to explain this less intuitive, potentially misleading, concept 
of misstatement. In addition, any appropriate disclosures that are consistent with 
a concept of ‘acceptable risk of material misstatement’ need to be provided in the 
notes to the financial statements (e.g., see Barth, 2006, pp. 282-3, and Maines and 
Wahlen, 2006, pp. 413-15, for various ways of disclosing quantitative and qualitative 
aspects of what we term accounting risks). Failure to do so should require a re- 
servation in the auditor’s report, along with disclosure of the otherwise undisclosed 
items. So, if accounting standard setters fail to implement the recommendations 
of Glover et al. (2005), then under our proposal, auditors have a responsibility to 
do so via reservations in their reports. 

The proposed wording changes make explicit reference to the need for an auditor 
to have ‘good reasons’ for an audit opinion. Those good reasons should include 
references to the fundamental elements of accounting standards, and any detailed 
rules arising therefrom. However, any inconsistent rules should be overridden by 
principles to maintain a coherent system. This implies that the auditor has 
justified the audit opinion with a persuasive argument, including supporting audit 
evidence. Moreover, our wording clarifies Williams’ (1987, p. 171) concerns about 
the insufficient nature of evaluation in the process of financial statement prepara- 
tion. It is important, as well, to deal appropriately with the uncertainties of this 
process (Swieringa and Weick, 1987, p. 293), and so we propose that explicit 
emphasis be given to these uncertainties in the audit report through the concept 
of acceptable risks. When combined with the primacy of the ‘assets and liabilities’ 
view of income measurement promoted in the New Conceptual Framework 
Project of the FASB and IASB, with its focus on issues relating to assets and 
liabilities with uncertainties (e.g., see www.fasb.org/exposure documents/selected 
issues related to assets and liabilities with uncertainties, as accessed on 10 June 
2007, and Whittington, 2008), the acceptable risks concept seems to be a good 
way of characterizing many accounting issues concisely. 

Acceptable risk is the primary means of distinguishing an accrual accounting 
estimate from a financial forecast. The latter should have higher risks, otherwise 
why would it be characterized as a forecast? Failure to make this distinction (as 


In this article we do not consider the implications of the qualitative and quantitative aspects of the 


materiality concept. 
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GAAP currently does) renders the financial statements misleading. A good 
illustration is Enron’s financial reporting. This was characterized as ‘high risk’ by 
its court-appointed examiner in bankruptcy proceedings (Benston, 2006, p. 483). 
However, because these risks are currently not part of GAAP, at least two prom- 
inent expert accounting witnesses were able to testify that Enron’s accounting was 
fully in accordance with GAAP. (Transcripts of their testimony are accessible at: 
http://www.kenlayinfo.com/public/pag149.aspx.) 


DISCUSSION AND RECOMMENDATIONS 


A key issue of concern to the SEC (2003) and PCAOB (2005) is whether the 
standardized wording of the audit report unnecessarily constrains the ability of 
financial statements to capture the alleged ‘economic reality’ of specific contexts 
(e.g., should acceptable levels of accounting risk vary with a client’s circumstances?). 
Another vexing problem is whether standardized wording will obscure the import- 
ance of narrative as a way of knowing (Bruner, 1991). All this suggests that the 
concept of acceptable accounting risk may be a primary means of capturing the 
essential nature of the social construction of ‘reality’ represented by accounting 
measurements (Alexander and Jermakowicz, 2006). For example, under our 
characterization, an asset or liability is recognized in financial reports (or disclosed 
in a note, or ignored altogether, depending on different thresholds for acceptability) 
only when it is below the acceptable risk level for that account. 

One attempt to deal with such problems in professional practice has involved 
experimentation with the two-part opinion concept: one opinion on conformity 
with GAAP; and a second opinion on fairness of presentation, or what is known 
as a ‘fairness override’ (Zeff, 1992; Dean and Clarke, 2005; Alexander and 
Jermakowicz, 2006; Clarke and Dean, 2007). A systematic, global attempt to 
address accounting risk was implemented through the widespread use of ‘subject 
to’ opinion reservations over about a twenty-year period. These reservations were 
used whenever the outcome of an accounting estimate was not ‘susceptible to 
reasonable estimation’ or ‘the outcome of a matter cannot be reasonably estimated 
at the time the statements are being issued’ (Arens and Loebbecke, 1980, p. 713). 
Such matters, defined as ‘uncertainties’, were applied to estimates calculated 
in conformity with GAAP—such as those involving realization of significant 
receivables and contingencies, and issues of going-concern status. If the uncertainty 
was material, a ‘subject to’ opinion was given. If the uncertainty was extreme, a 
disclaimer or denial of opinion could be issued, but this could be modified to a 
qualification if sufficient disclosure of the uncertainty was provided in the financial 
statements. 

The ‘subject to’ opinion was dropped from auditing standards in the early 1980s 
on the grounds that accounting uncertainty was an accounting disclosure issue 
best left to accounting standard setters (Carmichael, 1972, pp. 142-3; Cohen, 1978, 
pp. 25-8). The logic was that if the uncertainty conformed with accounting 
standards, the auditor had no need to issue a qualification based on accounting 
uncertainties. But many influential commentators (e.g., SEC, 2003; AA, 2003) 
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now feel that accounting standards do not deal adequately with accounting risk 
and uncertainty, and that this affects the ability of financial statements to present 
a ‘true and fair view’. 

Until accounting standards and principles address the problem of accounting 
risks in all estimates, auditors will need to grapple with these uncertainties in their 
reports. This is the primary basis for our proposed wording changes in Exhibit 1. 
Our proposals also address related issues of materiality and responsibilities for 
detecting intentional misstatements. Since ‘true and fair’ presentation has not 
been defined in standards, we suggest that either standard setters attempt to 
define it or the auditor attempt to describe the essence of it in the audit report.’® 
The auditor can add other explanatory paragraphs; for example, on internal 
control effectiveness (Salterio, 2006); or clarify the risk differences between 
comprehensive income and net income. Exhibit 2 summarizes our discussion and 
the changes incorporated in our proposed report. 

Our proposal makes the key role of accounting risks more explicit as a determinant 
of misleading statements. Accounting standard setters should address the need to 
highlight the importance of the uncertainties that are inherent in making pre- 
dictions for accounting estimates, and should set acceptable levels of accounting 
risks for various account balances. Perhaps the risk context could be assessed 
based on how far into the future the prediction is made for the account balance in 
question. The risk characterization can be used to determine the levels of acceptable 
risks in comprehensive income, and distinguish that from the lower levels of risk 
used to determine net income. The acceptable risks concept can be used also to 
decide when assets and liabilities are measurable; and when they should be 
recorded, disclosed in notes, or ignored altogether. In short, the acceptable risks 
concept can be used to summarize the social construction of economic (or 
accounting) reality, with the type of assets and liabilities that are recognized being 
explicitly dependent on the degree of acceptability of predictions of the future. 
Our focus on risks of financial reporting seems to be a relatively concise way of 
dealing with many of the issues of financial reporting identified in the IASB/FASB 
financial reporting conceptual framework project (e.g., see www.fasb.org/exposure 
documents). As noted, there are many qualitative issues regarding risks of 
financial reporting but at least identifying such risks explicitly in the auditor’s 
report seems to be a good way of enhancing fairness of presentation. Moreover, 
auditors are used to working with qualitative grades of risk such as ‘high’, 
‘medium’ or ‘low’ for elements of audit risk such as inherent and control risks. 


1€ Attempts to clarify fairness by regulators (as reviewed by Alexander, 1999) have been extended by 
recent post-Enron certification regulations in the U.S. end Canada. Section 302 of SOX requires a 
publicly traded company’s principal executives and financial officers to certify the company’s 
internal controls and information in quarterly and annual reports. They are required to certify that, 
to their knowledge, the reports do not contain any untrue statements or omissions of a material fact 
that would make the statements misleading. However, the completeness criterion is missing in 
the FASB’s conceptual framework upon which such managers would seem to rely, as ncted in 
Smieliauskas and Lam (2004). 
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Exu 2 


SUMMARY OF CHANGES REFLECTED IN THE PROPOSED REPORT 





New concept 


Old concept 


Objective of change in concept 





Misstatements are any deviation 
from a recorded number 


Acceptable risk of material 
misstatement 


Disclosure of materiality level for 
financial statements taken as a 
whole (but no consideration of 
qualitative versus quantitative 
aspects of materiality concept) 


Auditor justification is made 
explicit by referring to ‘good 
reasons’ for the auditor’s 
conclusion. Reasons include 
logical and rhetorical features of 
argumentation 


Language in the auditor’s report 
needs to reflect the complexity of 
the current reporting 
environment—notably the new 
conceptual frameworks with their 
increased reliance on accounting 
estimates. 


Misstatements are 
only deviations 
outside the range of 
reasonableness 


‘True and fair view 
or ‘present fairly’ 


No disclosure of 
materiality—reader 
relies on auditor 
authority and 
reputation 


Implicit in current 
report 


Ignored in current 
reports 


To conform the misstatements 
concept to the natural language 
meaning of a number representing 
a measurement 


To clarify the meaning of ‘not 
misleading’ of the SEC (Alexander 
1999), or ‘appropriateness of 
GAAP in the circumstances’ 
(Cohen 1978, pp. 73-78, and 
Leibler 2002, p. 1) 


To allow users to know the 
precision level used by an auditor 
in the audit 


Te clarify an auditor’s 
accountability to users regarding 
financial statement audits 


To match the words of an auditor 
with the state of knowledge 
possessed by the auditor regarding 
the limitations in his/her ability to 
predict the future 


This experience should facilitate risk oriented financial reporting. Auditors also 
need to consider the readability of management’s narrative risk disclosures 
(e.g., see Linsley and Lawrence, 2007). 

Future research should attempt to identify the gaps (or silences) in accounting 
reasoning and explore ways of overcoming them. This would help to increase 
accountability through requiring more reliance on logic and more explicit justifica- 
tion of auditor opinions. 
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APPENDIX 


THE INDEPENDENT AUDITOR’S REPORT ON A COMPLETE SET OF 
GENERAL PURPOSE FINANCIAL STATEMENTS 
(ISA 700 (Revised), December 2004, pp. 14-15) 


We have audited the accompanying financial statements of ABC Company, which 
comprise the balance sheet as at December 31, 20X1, and the income statement, 
statement of changes in equity and cash flow statement for the year then ended, 
and a summary of significant accounting policies and other explanatory notes. 
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Management’s Responsibility for the Financial Statements 

Management is responsible for the preparation and fair presentation of these 
financial statements in accordance with International Financial Reporting Standards. 
This responsibility includes: designing, implementing and maintaining internal 
control relevant to the preparation and fair presentation of financial statements 
that are free from material misstatement, whether due to fraud or error; selecting 
and applying appropriate accounting policies; and making accounting estimates 
that are reasonable in the circumstances. 


Auditor’s Responsibility 

Our responsibility is to express an opinion on these financial statements based on 
our audit. We conducted our audit in accordance with International Standards on 
Auditing. Those standards require that we comply with ethical requirements and 
plan and perform the audit to obtain reasonable assurance whether the financial 
statements are free from material misstatement. 

An audit involves performing procedures to obtain audit evidence about the 
amounts and disclosures in the financial statements. The procedures selected 
depend on the auditor’s judgment, including the assessment of the risks of material 
misstatement of the financial statements, whether due to fraud or error. In making 
those risk assessments, the auditor considers internal control relevant to the 
entity’s preparation and fair presentation of the financial statements in order to 
design audit procedures that are appropriate in the circumstances, but not for the 
purpose of expressing an opinion on the effectiveness of the entity’s internal control. 
An audit also includes evaluating the appropriateness of accounting policies used 
and the reasonableness of accounting estimates made by management, as well as 
evaluating the overall presentation of financial statements. 

We believe that the audit evidence we have obtained is sufficient and appropriate 
to provide a basis for our audit opinion. 


Opinion 

In our opinion, the financial statements give a true and fair view of (or ‘present 
fairly, in all material respects’) the financial position of ABC Company as of 
December 31, 20X1, and of its financial performance and its cash flows for the 
year then ended in accordance with International Financial Reporting Standards. 
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Marketization and Performance 
Measurement in Swedish Central 
Government: A Comparative 
Institutionalist Study 


Public sector organizations have increasingly been subject to varying forms 
of marketization, ranging from competitive contracting to a more general 
conception of citizens or users as customers or consumers regardless of 
whether such economic factors prevail. Drawing on neo-institutional 
sociology (NIS} and other advances in economic sociology, we examine 
such marketization efforts as an institutionally embedded phenomencn 
with particular reference to how it is implicated in the performance 
measurement practices (PMPs) of two state agencies in Sweden. This reveals 
how PMPs are embedded in only partly consistent institutional logics 
and under what circumstances such practices can be reconciled. Some 
PMPs, especially those grounded in efficiency concerns, tend to play an 
important constitutive role in operating-level practices, partly as a result 
of also being embedded in regulatory pressures. Other PMPs, imbued 
with symbolic meanings signifying a more customer-oriented rationale, 
only seem to approach such a status if they are dis-embedded from the 
‘global’ practices in which they originate and re-embedded in evolving 
PMPs dominated by efficiency concerns. We discuss the implications of 
these findings for emerging research into practice variations embedded 
in competing logics in institutional fields and for policy development. 


Key words: Central government; Customer orientation; Embeddedness; 
Institutional theory; Performance, measurement; Public sector, accounting; 
Sweden. 


One of the most notable changes in the public sector over the past two decades is 
the growing reliance on various forms of market mechanisms as means of governance 
and control (see, e.g., Pollitt and Bouckaert, 2000; Hansen and Lauridsen, 2004). 
However, this movement has undergone several permutations over time. There is 
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now a plethora of ‘market-like’ arrangements, which may all be encapsulated in 
the notion of public sector marketization. These arrangements range from clearly 
specified contractual relationships and competition to controls de-emphasizing 
such economic factors but featuring obvious vestiges of the commercial ethos 
increasingly permeating the public sector (Alford, 2002). The latter include the 
more general and increasingly popular tendency to conceive of citizens or users 
of public services as commodified and manageable ‘customers’ or ‘consumers’ 
regardless of whether other market mechanisms, such as prices and competition, 
prevail (Potter, 1988; Walsh, 1991; Fountain, 2001; Alford and Speed, 2006). 

Following Brunsson (1994), this tendency towards public sector marketization, 
defined as the extent to which market-like arrangements permeate the public 
sector, constitutes an institutionally embedded phenomenon. The introduction 
of ‘stronger’ forms of marketization, such as quasi-markets and competitive 
contracting, is generally a result of deliberate policy changes and rarely eliminates 
the need for institutional and political regulation of control practices (see, e.g., 
Ellwood, 1996; Lindkvist, 1996; Seal, 1999). Similarly, the re-casting of citizens as 
consumers is often institutionally conditioned and stems from reform initiatives 
aimed at nurturing a stronger customer orientation in the public sector (Fountain, 
2001; Watkins and Arrington, 2007) and/or the diffusion of popular management 
practices such as total quality management (TQM) (Westphal et al., 1997; 
McGuire, 2002). This underlines the need for more systematic examinations of 
the institutional embeddedness of public sector marketization and how variations 
in this phenomenon affect control practices. Institutional embeddedness is here 
defined as the extent to which market-like arrangements are interpenetrated with 
regulatory and cognitive mechanisms shaping the functions of such arrangements 
(cf. Granovetter, 1985; Zukin and DiMaggio, 1990; Roberts and Greenwood, 
1997; Dacin et al., 1999).' 

While constituting an important theoretical perspective in the burgeoning literature 
on accounting change (Dillard et al., 2004; Potter, 2005), not least in public sector 
organizations (van Helden, 2005), institutional research has not fully recognized 
this embedded nature of the marketization phenomenon. Market mechanisms 
have mainly been conceptualized as separate analytical categories interacting 
with, rather than being constituted by, institutional mechanisms (see, e.g., Geiger 
and Ittner, 1996; Granlund and Lukka, 1998; Brignall and Modell, 2000; Modell, 
2002; Hussain and Hoque, 2002; Arnaboldi and Lapsley, 2004). It is only recently 
that the more intricate intertwining of institutional and market mechanisms in the 
regulation of accounting and control practices has been more thoroughly examined 
. (Covaleski et al., 2003; Tsamenyi et al., 2006; Hopper and Major, 2007). 

This article examines the institutional embeddedness of the public sector 
marketization phenomenon in greater detail as it is implicated in performance 


This definition of embeddedness is somewhat narrower than that proposed by Zukin and DiMaggio 
(1990), who saw it as constituted by structural, cognitive, cultural and political mechanisms, but 
is more consistent with the institutional framework guiding the present study (cf. Roberts and 
Greenwood, 1997). 
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measurement practices (PMPs) in Swedish central government. Performance 
indicators play a potentially important role in regulating the relationships 
between service providers and users (Pollitt, 1988; Ogden, 1997; @stergren, 2906). 
However, little is known about how variations in the marketization phenomenon 
within a particular institutional environment (or institutional field) affect the 
development of PMPs. Most institutional research has either concentrated on the 
influence of competitive contracting on PMPs (e.g., Brignall and Modell, 2000; 
Modell, 2001) or how more diffuse kinds of public sector consumerism become 
manifest in such practices (e.g., Modell, 2005; O@stergren, 2006). This limitation 
reflects the general lack of attention to how different institutional mechanisms 
give rise to practice variations within institutional fields. Such variations have only 
recently been the subject of more systematic empirical research (e.g., Lounsoury, 
2001, 2007). Whereas most accounting research informed by institutional theories 
has tended to emphasize the homogeneity of institutional fields, Lounsbury (2008) 
recently called upon accounting scholars to pay more explicit attention to practice 
variations embedded in different institutional logics. The many facets of the 
public sector marketization phenomenon provide an opportunity to examine this 
issue further. While it may be argued that institutional theorists, especially those 
drawing on new (or neo-) institutional sociology (NIS), have tended to bracket off 
analytical categories such as the marketization of institutional fields it requires 
deeper analysis given the increasing market incursions across a range of previously 
protected fields (Davis and Marquis, 2005). 


INSTITUTIONAL EMBEDDEDNESS, MARKETIZATION AND 
PERFORMANCE MEASUREMENT IN THE PUBLIC SECTOR 


The notion of embeddedness draws attention to the ongoing conditioning of 
economic action by social structures (Granovetter, 1985; Zukin and DiMaggio, 
1990). As such, it detracts from an atomistic view of economic actors and rather 
portrays such actors as located in broader networks of social relationships 
(Granovetter, 1985; Callon, 1998). Embeddedness constitutes a key analytical 
category in the broad paradigm of economic sociology (Beckert, 1996, 2003; Krippner 
and Alvarez, 2007), to which NIS formed an important precursor (Beamish, 2007; 
Fligstein and Dauter, 2007). However, early theorizing in NIS downplayed 
the interpenetration of economic action and social mechanisms by portraying 
organizations as over-socialized actors driven by a striving for social conformity 
rather than economic rationality (Powell, 1991; Fligstein, 1996). This is notably 
reflected in the relatively sharp distinction between institutional and technical 
environments, initially drawn by NIS theorists, where market mechanisms were 
regarded as firmly embedded in the latter (DiMaggio and Powell, 1983; Scott and 


2 While the notion of embeddedness has been of central concern in other genres of sociological 
research, such as structuration theory (Giddens, 1984) and actor-network theory (Callon, 1998), 
this article only draws marginally on these works. The aim is to refine NIS-based theorizing on public 
sector performance measurement by positioning it in relation to the broader paradigm of economic 
sociology rather than supplanting this theoretical perspective. 
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Meyer, 1983). Organizations operating in institutional environments, characterized 
by entrenched rules and norms, were seen as mainly striving for symbolic con- 
formance to legitimacy-inducing criteria, which are often inconsistent with the 
norm of efficiency. By contrast, technical environments were seen as compelling 
organizations to adapt to the norm of efficiency and market requirements. 

Such strict distinctions between the symbolic and technical functions of organiza- 
tions are quite antithetical to the notion of embeddedness. The interpenetration 
of institutional and economic mechanisms rather implies that the former imbue 
economic action with symbolic meanings and play a pivotal role in conditioning 
economic exchange (Granovetter, 1985; Zukin and DiMaggio, 1990; Dacin et al., 
1999), Rather than envisaging some ‘invisible hand’ at work we need to conceive 
of markets as intricately intertwined with various institutional arrangements such 
as legislation, regulation and social norms enabling as well as constraining exchange. 
Yet, most NIS research examining the relationship between institutional 
mechanisms and efficiency-centred market forces has continued to conceptualize 
these as separate analytical categories, based on the assumption that the latter 
has a particularly strong influence on organizational structures where existing 
institutional arrangements are relatively weak (see, e.g., Oliver, 1992; Greenwood 
and Hinings, 1996; Kraatz and Zajac, 1996; D’Aunno et al., 2000; Frumkin and 
Galaskiewics, 2004). 

Some NIS theorists have long recognized that the very notion of performance, 
of which efficiency is but one aspect, is institutionally embedded and imbued with 
symbolic meanings (e.g., Scott, 1987; Meyer and Zucker, 1989; Kondra and 
Hinings, 1998; Martinez and Dacin, 1999). However, more explicit mobilization 
of the embeddedness perspective draws attention to how the calculative practices 
involved in accounting for performance constitute ecanomic action (Callon, 1998; 
Miller, 1998; Potter, 2005). The functions of such accountings are thus viewed as 
inseparable from their symbolic meanings. This is similar to the notion of situated 
functionality, defined as the perceived usefulness of control practices given the 
meanings attributed to these in a particular social context (Ahrens and Chapman, 
2007). This by no means negates the possibility of performance measurement 
becoming temporarily or permanently dis-embedded from organizational practices, 
especially if it is based on ‘global’ or standardized innovations (e.g., TQM, 
balanced scorecards) insufficiently adjusted to a particular social context (cf. 
Giddens, 1984; Granlund and Lukka, 1998; Dacin et al., 1999). However, it directs 
our attention to the processes whereby the meanings of performance measurement 
change over time as it becomes (re-)embedded in practice, rather than treating it 
as an absolute concept devoid of symbolic meanings. 

These insights only feature sparsely in institutional research on public sector 
performance measurement (Modell, 2004; Modell et al., 2007). Much of this 
research has rather concentrated on the de-coupling of symbolic use of performance 
measurement for external legitimization from operating-level practices, while 
treating this as an essentially static state (e.g., Sharifi and Bovaird, 1995; Johnsen, 
1999; Brignall and Modell, 2000; Cavalluzzo and Ittner, 2004; Northcott and 
France, 2005; Chang, 2006). Market incursions into institutional fields have been 
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found to reinforce the need for such de-coupling as a result of widening discrepancies 
between regulatory and economic requirements (Brignall and Modell, 2000; 
Siti-Nabiha and Scapens, 2005). However, a narrow focus on de-coupling easily 
detracts from the wider symbolic meanings attached to performance measurement 
as it becomes embedded in various practices over time. For example, Ogden 
(1997) observed how customer-oriented performance indicators (e.g., service level 
indicators) used to regulate the newly privatized water industry in the U.K. only 
became more firmly embedded in internal control practices of water companies and 
imbued the notion of ‘customer service’ with new symbolic meanings some time 
after their introduction. 

While customer-oriented PMPs thus fill a potentially important role in regulating 
organizations, especially where these serve as substitutes for the ability to emulate 
competitive market conditions (see also Fountain, 2001; Ostergren, 2006), institu- 
tional research on public sector performance measurement has paid relatively 
one-sided attention to such regulative aspects. Several studies have examined 
PMPs evolving in response to coercive government pressures, such as mandatory 
performance reporting requirements, while failing to recognize that this is only 
one way through which such practices may become embedded in organizations 
(e.g., Sharifi and Bovaird, 1995; Modell, 2003; Cavalluzzo and Ittner, 2004; Moynihan, 
2004; Northcott and France, 2005; Chang, 2006). This downplays the wider constitutive 
roles of PMPs grounded in cognitive mechanisms (cf. Dacin et al., 1999; Dequech, 
2003), which NIS theorists generally trace to more voluntary mimicking of 
increasingly standardized practices (DiMaggio and Powell, 1983; Scott, 2001). 

This complex interplay between regulative and cognitive mechanisms in the 
gradual embedding of PMPs in marketization efforts has only recently been 
investigated. Modell (2005) examined attempts to establish novel PMPs (student 
satisfaction rankings) signalling a different cognitive rationale, based on pro- 
nounced consumerism, to the logic embedded in existing quality audit practices 
in the Swedish university sector. While this initially encountered resistance from 
the key regulatory agency in this field the contested situation eventually led to 
some change in quality audit practices to accommodate this emerging challenge. 
Similarly, @stergren (2006) observed how both cognitive and regulative mech- 
anisms played an important constitutive role in gradually embedding a view of 
patients as consumers, pivoting on customer-oriented PMPs, in the Norwegian 
health care sector. 

These findings underscore the need for deeper probing into the different 
sources of institutionally embedded practices and how these interact. While 
empirical research into these issues is still sparse (Dacin et al., 1999; Hung, 2005) 
it is clearly in line with recent advances mobilizing a view of institutional fields as 
much more fragmented and potentially contested areas of social and economic 
life than is typically posited in NIS (e.g., Seo and Creed, 2002; Hensmans, 2003; 
Lounsbury, 2007; Lounsbury and Crumley, 2007). Exploring such issues is important 
for arriving at a deeper understanding of why practice variations embedded in 
competing institutional logics emerge within an institutional field (Lounsbury, 
2001, 2007, 2008). To this end, Hung (2005) demonstrated how the concomitant 


255 


© 2008 The Authors 
Journal compilation © 2008 Accounting Foundation, The University of Sydney 


ABACUS 


embeddedness of various practices in different institutional arrangements affects 
organizational attention differences. Whereas the embeddedness of organizational 
practices in multiple institutional arrangements requires some balancing between 
various constituencies, dependence on a particular source of embeddedness often 
circumscribes the scope of organizational attention (cf. Oliver, 1991). 

Recognizing the existence of competing or conflicting sources of institutional 
embeddedness is particularly important for understanding how PMPs become 
embedded in the wider notion of public sector marketization. Brignall and Modell 
(2000) argued that the introduction of ‘stronger’ forms of marketization, such as 
reliance on quasi-markets and competitive contracting, are primarily embedded 
in some efficiency-centred logic which is not necessarily consistent with customer- 
oriented performance aspects, such as customer satisfaction. On the other hand, 
customer orientation and satisfaction are often firmly embedded in other institu- 
tional arrangements underpinning the broader notion of public sector marketization, 
such as the increasing reliance on TQM (Westphal et al., 1997; McGuire, 2002; 
Modell et al., 2007). Modell (2001) found the concomitant embeddedness of PMPs 
in efficiency-centred and customer-oriented logics to place increasing demands on 
organizational attention to multiple constituencies but also reinforcing tendencies 
towards fragmentation of such practices. This underscores the need for more 
systematic comparative research into how PMPs are embedded in different forms 
of public sector marketization, rather than treating this notion as a monolithic 
concept imbued with coherent and mutually consistent meanings (cf. Dacin et al., 
1999). 


RESEARCH CONTEXT AND DESIGN 


Swedish central government offers a promising setting for examining the con- 
comitant embeddedness of PMPs in different institutional arrangements. This 
institutional field is constituted by a large number of state agencies which have 
traditionally enjoyed a considerable degree of autonomy from the government 
(Molander et al., 2002; Pierre, 2004). Since the late 1980s, the overriding governance 
system has been based on the idea of ‘managing for results’, pivoting around the 
annual appropriation and reporting process. This governance mechanism became 
firmly institutionalized during the following decade (Holmblad Brunsson, 2002; 
Sundström, 2003). However, in contrast to many other countries implementing 
similar systems for governing state agencies, ‘managing for results’ has been less 
forcefully imposed but rather emerged on an incremental basis as a result of a 
series of budgetary reforms (Modell, 2006a). Consequently, state agencies generally 
enjoy considerable discretion in adapting this governance mechanism to internal 
control practices (Modell, 2006b). This development reflects the evolutionary, 
consultative and consensus-oriented reform tradition characterizing Swedish 
central government, where policy initiatives often emerge in a ‘bottom-up’ 
manner (Pierre, 2004). However, in comparison with especially Anglo-Saxon 
countries it has also resulted in more diffuse accountability relationships between 
the government and agencies, epitomized by less clearly articulated objectives and 
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targets and a more flexible approach to performance evaluation (Molander et al., 
2002; Pollitt, 2006; Modell and Grénlund, 2007). 

While compliance with the ‘managing for results’ system is mandatory for state 
_ agencies it may thus be seen as a relatively ‘weak’, or flexible, form of coercive 
regulation. Nevertheless, an element of more forceful regulation is discernible, 
especially where state agencies experience a mixed funding situation as a result of 
the introduction of competitive contracting and similar market reforms. The 
mixing of government appropriations and other revenue sources has fostered 
political concerns with the lack of transparency and has enhanced government 
pressures on state agencies to clearly separate costs attributable to various 
funding sources to avoid cross subsidies (Ministry of Finance, 2000). This has 
reinforced the emphasis on fiscal priorities and efficiency concerns, although the 
‘managing for results’ system also encapsulates a broad range of other (non- 
financial) reporting requirements (Sundström, 2003). y 

Parallel to the evolution of this financially focused governance system, 
TQM-inspired practices primarily promulgated by private sector consultants and 
other non-governmental organizations, such as the Swedish Institute for Quality 
Assurance (SIQ)*, started to diffuse across state agencies in the mid-1990s 
(Modell, 2006b). The model developed by the latter organization has been 
particularly influential (Modell et al., 2007; Quist et al., 2007). Similar to established 
TOM practices on which the SIQ model is based, such as the Malcolm Baldridge 
Award and the model of the European Foundation for Quality Management, it 
advocates the adoption of process-oriented management practices and emphasizes 
customer satisfaction as an overriding performance criterion.’ 

While the diffusion of TOM practices unfolded without much explicit government 
regulation, important vestiges of these can be found in political reform initiatives 
aimed at enhanced citizen orientation since the late 1990s (Modell, 2006b; Modell 
et al., 2007). This constitutes yet another example of how change initiatives are 
transformed into government policy in a ‘bottom-up’ manner (cf. Pierre, 2004). 
However, these policy changes have not been tightly coordinated with the 
development of the ‘managing for results’ system. Horizontally oriented and 
customer-focused TQM practices have also proved difficult to reconcile with the 
strongly hierarchical orientation of this formal governance system (Modell, 2006b; 
Modell et al., 2007). Thus, performance measures reflecting a more pronounced 
citizen or user perspective, such as customer satisfaction indicators, have mainly 
been used for external reporting and have had little impact on internal control 
practices within state agencies (Modell and Grönlund, 2007). 

The design of the present study follows a theory refinement approach with 
particular reference to how PMPs are embedded in the reform context described 


? The SIQ is a non-governmental organization dedicated to promoting ‘modern’ quality management 
practices within the private and public sectors (see Quist et al., 2007). 


4 Customer satisfaction is currently weighted as the single most important assessment criterion, 
accounting for 30 per cent of the total score in the SIQ model for evaluating the implementation of 
TQM principles (SIQ, 2006). 
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above. Although analytical generalization based on prior theorizing is a key 
feature of such research (Eisenhardt, 1989; Keating, 1995), we wish to tease out 
the implications of the somewhat ‘unique’ features of Swedish central government, 
such as the moderate degree of coercion and the fragmentation of institutional | 
environments stemming from uncoordinated policy initiatives (cf. Scott and Meyer, 
1983; Lounsbury, 2007). To introduce some variation in key analytical categories 
linked to this development, such as the embeddedness of marketization efforts 
in different institutional arrangements, we adopted a comparative case study 
approach examining the PMPs of two state agencies (Eisenhardt, 1989). The two 
case organizations were selected from a larger research network constituted by 
seventeen state agencies based on the observation that they have both implemented 
PMPs embedded in standardized TQM practices while being exposed to varying 
degrees of regulated yet competitive contracting. 

Such a comparative case study approach may compromise some of the richness 
associated with single case studies (Dyer and Wilkins, 1991; Ahrens and Dent, 
1998). However, it was judged appropriate for the purpose of this study as we 
wish to develop somewhat more generalizable insights, while remaining open 
to the need for theory refinement emerging from our empirical findings. A 
comparative case study approach adds rigour to such endeavours (Eisenhardt, 
1989, 1991) and facilitates theoretical enrichment of abstract, general concepts 
such as the embedded nature of public sector marketization (Folger and Turillo, 
1999). As explained in the foregoing, there is currently a need to unpack this 
concept to better account for multiple, and possibly competing, sources of 
embeddedness. 

In both cases, data collection took place between 2004 and 2007 and comprised 
semi-structured interviews, archival sources, repeated debriefing with key informants 
and, to a lesser extent, field observations. Interviews, generally lasting between 
one and two hours, were ccnducted with senior managers, headquarters staff, 
operating-level managers and central government officials in charge of monitoring 
the performance of the two state agencies. The interviews with operating-level 
managers cover a representative cross-section of the operating areas within each 
organization. In both cases, key informants were interviewed on more than one 
occasion throughout the data collection process. The majority of the interviews 
were tape-recorded and fully transcribed. Where this was not the case we applied 
a systematic approach of respondent validation by returning extensive summaries 
of our interview notes for feedback and confirmation (Bloor, 1978).* The distribution 
of interviewees across the two agencies and levels of analysis is given in Table 1. 

Although the two case studies varied somewhat in scope, interviewees were 
selected and interview guides were designed to ensure a comparable analytical 
focus across the two organizations. In each case, data analysis was based on a grid 
technique (Yin, 1984) whereby interview data were coded and explanatory 
patterns were mapped across various parts of the organizations. Interview 


5 This was especially so in the first case study (in the Swedish National Board of Student Aid) due to 


the tense political climate in the organization at the outset of the study. 
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TABLE 1 


DISTRIBUTION OF INTERVIEWEES ACROSS THE TWO CASE STUDIES 








Agency The Swedish National The Swedish 
Board of Student Aid Road Administration 

Ministerial level 1 3 

Senior management/headquarters staff 12 18 

Operating-level managers 3 20 

Total 16 41 





transcripts were coded and analysed on a continuous basis throughout the process 
of data collection to identify emerging themes for deeper examination. The 
longitudinal nature of data collection also allowed us gradually to refine the 
interview guides to prob2 into such themes. In addition, the repeated debriefings with 
key informants, based on preliminary case study narratives and/or oral presentations 
of research findings, enabled us to validate emergent interpretations. 

Following the tentative analytical framework outlined in the foregoing, the two 
case narratives concentrate on PMPs evolving as an integral part of various 
marketization efforts. In particular, this highlights how the embeddedness of 
marketization in different institutional arrangements is intertwined with PMPs 
reflecting a pronounced user or customer perspective (e.g., customer satisfaction 
indicators) and more efficiency-centred concerns. The interplay between such 
practices is also analyszd. 


CASE 1: THE SWEDISH NATIONAL BOARD OF STUDENT AID 


Agency Background 

The Swedish Nationa. Board of Student Aid (SNBSA) administers a range of 
state-subsidized financial support schemes geared towards secondary and tertiary 
education students and is held accountable to the Ministry of Education and 
Science. A substantial part of its operations entails administration of government 
grants and loans to university students and administration of repayment schemes. 
Over the past decade, the agency has taken steps towards enhanced customer 
orientation but has not been subject to more radical, externally imposed mar- 
ketization reforms. Its operating budget is typically covered by state grants and 
fees charged to users of its services (e.g., administrative charges, penalty charges 
for delayed repayments) in roughly equal proportions. Some opposition parties 
have occasionally criticized the effective monopoly of the SNBSA, proposing 
large-scale deregulation and privatization of the provision of student loans. 
Although such demands resurfaced after the election of these parties into 
government in 2006, they did not constitute any immediate threat to the agency as 
the study unfolded. 
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Operations are organized into a number of local branch offices distributed 
across the country and headed by managers with devolved budgetary responsibility. 
Maintaining a strong local presence, especially in university cities, has traditionally 
been of key importance for serving students effectively. As explained below, 
however, this situation is gradually changing as a result of the implementation of 
new, computerized work practices. 

The overriding objectives of the SNBSA pivot on its role in furthering 
enrolment in higher education such that economic, geographical and social differences 
in the student population are evened out. There is relatively broad political 
consensus concerning the importance of providing state-subsidized student aid to 
combat social segregation in higher education. However, very little information 
about how the agency contributes to meeting these wider, but not easily meas- 
ureable, educational objectives is available in its external reporting and internal 
control systems. By contrast, the SNBSA is subject to very detailed targets and 
reporting requirements covering a broad range of short-term operating aspects as 
well as financial performance. As described below, political concerns about the 
quality of user services have reinforced the tendency towards detailed regulation 
of operating-level aspects. 


The Sources of Embedded PMPS 

Besides budgetary control, short-term performance evaluation in the SNBSA has 
long pivoted on such measures as lead times in administering applications and 
accessibility indicators, such as response times via phone, mail and, more recently, 
electronic mail. Interviewees ooserved that these performance aspects had always 
been of central concern within the SNBSA. Detailed targets for lead times and 
accessibility indicators have long been established for each local branch office. 
However, the agency has often experienced considerable difficulties in meeting 
such targets, partly due to the highly cyclical pattern of operations with a peak 
work load at the start of every university semester. There is also considerable 
political pressure on the SNBSA to monitor closely these performance aspects. 
The annual appropriation directives include several quantified targets specifying 
lead times for the administration of applications as well as accessibility indicators. 
An important reason for this is that these performance aspects generate considerable 
political concern. Several interviewees stressed the very ‘public’ nature of the 
SNBSA, as it affects the daily lives of a large proportion of the population. In the 
past, poor accessibility and delays in the administration of applications have 
repeatedly been subject to public criticism and negative media attention, which 
has contributed to an occasionally strained relationship between the agency and the 
Ministry of Education and Science. As is explained below, this was especially 
the case during the restructuring of the SNBSA in 2003. Our interviews throughout 
the SNBSA also underlined the role of lead times and accessibility as critical 
performance aspects for accomplishing the agency’s core operating tasks, or as 
a member of headquarters staff rather bluntly argued: “The basic task of the 
SNBSA is to administer payments. If we manage that well we will meet the 
educational policy objectives.’ 
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While short-term service level indicators may thts be described as firmly 
embedded in the SNBSA, partly as a result of regulatory pressures, they have 
been supplemented with other customer-oriented PMPs stemming from more 
recent change initiatives unfolding without much government intervention. The 
most notable example of this is the customer satisfaction index, introduced as a 
result of the agency’s adoption of TQM-inspired and pracess-oriented management 
practices in the late 1990s. This change initiative entailed the identification of a 
number of horizontal operating processes, cutting across local branch offices, and 
the appointment of ‘process owners’ with the responsibility to develop these 
processes parallel to local office managers. The model used to this end was 
adapted from the SIQ, while implementation relied extensively on external con- 
sultants in collaboration with a small group of employees firmly convinced of the 
benefits of process orientation. The director-general supported the initiative. 
However, one office manager suggested that a reason for this was that adoption 
of the model raised the prospects of winning quality awards rather than a genuine 
commitment to implementation.° 

The customer satisfaction index originally took the form of a highly aggregated 
measure of the perceived quality of a range of service aspects and was compiled 
annually for the organization as a whole. Input data were also collected from 
broadly based samples of customers regardless of the 2xtent and nature of their 
contacts with the SNBSA. The index has thus been cf limited use for internal, 
short-term performance evaluation but has mainly been used for external reporting. 
However, its position as a symbolic manifestation of the commitment to enhanced 
customer orientation embedded in the SIQ model was reinforced by its incorpora- 
tion as a key performance indicator in the new, balanced scorecard-based PMPs 
devised for the agency in 2000. 

Similar to the TQM-inspired initiative, implementation of the balanced scorecard 
was primarily driven by a small group of enthusiasts, one of whom claimed to 
have been inspired by external training in this technique. Implementation also 
entailed extensive involvement of external consultanis. However, only limited 
adjustments of the model to the operating context of the SNBSA were undertaken. 
Several interviewees merely saw the system as a new way of ‘packaging’, or sorting 
the performance indicators already in place in the organization, without much 
attention to how these were linked to organizational objectives. Whereas the cus- 
tomer satisfaction index was used as the sole indicator in the customer perspective 
in the organization-wide scorecard, virtually no efforts were made to analyse the 
cause-and-effect relationships between this indicator and measures compiled 
within the other (finance, development and employee) perspectives. Similarly, 
lead times and accessibility indicators constituted key performance indicators in 
the customer perspective in the scorecards devised for local branch offices, but 
without much analysis of how such performance aspects affect customer satisfaction. 

The TQM- and balanced scorecard-inspired change :nitiatives largely unfolded 
as two parallel projects without much coordination be-ween them. Both projects 


£ The SIQ arranges annual ‘quality contests’ modelled on the prestigious Malcolm Baldridge Award. 


261 


© 2008 The Authors 
Journal compilation © 2008 Accounting Foundation, The University of Sydney 


ABACUS 


also encountered significant implementation problems, partly related to the 
limited context-specific adjustments and the lack of top management commitment 
and broadly based involvement of operating-level managers. One office manager 
summarized these problems as follows: ‘We have been rather fashion conscious as 
far as these types of control systems are concerned. Endurance in implementation 
is not one of our most salient features but we have rather tested different things.’ 
Other interviewees suggested that the new control models had largely evolved 
independently of the financial controls in place, pivoting on the annual budgetary 
cycle. The process-oriented responsibility structure also conflicted with established 
budgetary controls and gave rise to tensions between the ‘process owners’ and 
managers of local branch offices. 

The limited top management attention to implementation dissipated even 
further as a result of the need to address the deteriorating financial situation of 
the SNBSA after the millennium. Several factors lay behind this, most importantly 
heavy investments in information technology, the establishment of a new, centralized 
call centre function to improve customer service and general volume growth due 
to expanding student numbers. This coincided with a major, politically initiated 
reform of the rules for university student loans in 2001, placing more stringent 
demands on repayment routines. 

To cut operating costs and capitalize on the new computerized work routines 
(e.g., electronic loan application procedures) being implemented, a major re- 
structuring program was launched in 2003. Nearly half of all local offices were 
closed down and a sixth of the workforce was made redundant. Interviewees 
recalled this as a highly stressful experience as it caused considerable upheaval 
and generally referred to the restructuring as a response to an escalating ‘crisis’. 
Service levels also deterioratec considerably, as manifested by reduced accessibility 
and customer satisfaction index values and escalating customer complaints. This 
reinforced political concerns with service levels and led the government to 
increase the reporting frequency for lead times and accessibility indicators. 
Responding to these challenges placed considerable demands on top management 
attention with the effect that the efforts to implement new control practices 
effectively ground to a halt. 


Re-Embedding PMPs 

Despite these problems in implementing new contro] practices, novel, customer- 
oriented work practices introduced as a result of these initiatives gradually became 
more firmly embedded in the SNBSA. While the use of such words as ‘customers’, 
rather than ‘citizens’ or ‘beneficiaries’, were said to have encountered considerable 
resistance from staff when first introduced, several interviewees suggested that 
they had since become more accepted. An important reason for this seems to have 
been the more concerted efforts to train staff in customer management, initiated as 
part of the TQM-inspired changes, or as a local office manager explained: 


The words that were introduced as a result of process orientation are still used. This is 
especially the case in the area of repayments. The customer is placed centre stage and we 
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try to look at the whole ... We started talking about customers in the late 90s. We first 
talked about beneficiaries and then we had a debate about whether we should use the 
notion of citizens or customers, when the importance of service entered into the picture. 
It resulted in extensive training efforts to make staff more customer-oriented. 


The emphasis on the ‘customer’ was also reinforced by increasing reliance on 
customer segmentation, leading to clearer identification of various customer 
groups, such as ‘e-customers’ (i.e., students using the new, electronic application 
procedures) and ‘customers with special needs’, as a basis for differentiating service 
provision. In the SNBSA, ‘customers with special needs’ are generally understood 
as customers experiencing significant problems of repaying student loans due 
difficulties in entering into the labour market upon graduation and other reasons 
for financial hardship. Concerns with such customers have been growing 
steadily as a result of the increasing proportion of insecure student loans.’ 
The pressures on the organization to address such issues also increased as a result 
of the more stringent repayment routines after 2001. To improve the coordination 
of services to ‘customers with special needs’ the SNBSA has co-localized offices 
with welfare agencies (on which these customers tend to depend) in disadvantaged 
geographical areas. The purpose of this was to improve the agency’s understand- 
ing of the wider social situation of such customers and preventing them from 
ending up in a vicious circle of accumulating bad debts. This was considered 
important to avoid deterring prospective students from similar social strata from 
higher education and thus counteracting the wider social objectives of the 
SNBSA. 

A more proactive approach has also been taken to improve repayment routines, 
such as more direct and personalized contacts with customers showing early signs 
of lacking propensity to repay student loans. This was seen as an important way 
of influencing customer attitudes to repayment, since as one interviewee put it: 
‘Part of the problem is that some people associate student loans with other 
welfare systems’. 

Even though the process-oriented management practices and the balanced 
scorecard were abandoned in the aftermath of the ‘crisis’ in 2003, the emphasis on 
customer orientation survived in the evolving system since 2004 for strategic 
planning and performance measurement. The aim of this system was to provide 
a new, coherent structure for planning and control, more tightly coupled to the 
overall political objectives and the government’s citizen-focused reform agenda 
than had been the case with these earlier initiatives. Strategic planning documents 
testify to a view of improved customer service as an important manifestation of 
the government’s emphasis on citizen orientation: 


The transformation from exercising a purely administrative role to becoming a widely 
appreciated, service-oriented agency that effectively meets the needs of the ‘new 
citizen’ will bring demands for change in the SNBSA. The demands imply that 
development of operations and the concomitant development of services need to be 


7 In 2006, insecure student loans amounted to 27.6 billion SEK (15.7%) of the total outstanding loans 
of 176 billion SEK (1 SEK = approximately 0.11 Euro). 
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increasingly citizen-driven to meet requests for simple and constantly available, but also 
individualized and qualified service. (excerpt from internal planning document, dated 
26 August 2004) 


The need to align control practices to such long-term visions was considered 
pivotal to counterbalance the short-term emphasis of traditional control practices 
and re-energize the organization after a stressful period of change. Implementation 
of the system started in 2005 and a number of refinements were undertaken as it 
was used for strategic planning in 2006 and 2007. A key element of the system has 
been the so-called ‘target maps’, specifying key performance targets and indicators 
linked to the strategy of the SNBSA. The ‘target map’ used in 2007 is illustrated 
in Figure 1. 

Apart from targets for customer satisfaction and accessibility the Figure 1 
‘target map’ emphasizes several performance aspects emerging as increasingly 
important during the preceding years (repayment of student loans, electronic 
applications). Efforts to develop new performance indicators, capturing such 
critical aspects rather than merely relying on existing measures, were also 
initiated. Whereas the first versions of the ‘target map’ grew into very extensive 
depictions of how long-term visions and objectives were interlinked with 
short-term targets and action plans, the more crystallized emphasis on a smaller 
number of customer-oriented targets was generally ascribed to the new director- 
general appointed in 2005. Whereas interviewees characterized the former 
director-general as driven by ambitious, but often vague visions, a member of 
headquarters staff described the new director-general as ‘a very practically 
oriented leader. Targets and controls are more grounded in practice now.’ 
Similarly, an office manager suggested that: ‘Controls have been better structured 
over the past year... Above all, there is more work than talk today. It is largely 
an effect of [the new the director-general] as she intervenes more directly and 
makes things happen.’ 

Since the appointment of the new director-general, a number of measures have 
also been taken to couple performance aspects emerging as increasingly important, 
more tightly to short-term control practices. A first step in this direction was the 
crystallization of action plans around five prioritized areas of improvement in the 
‘target map’ (see Figure 1). Interviewees suggested that some of these prioritizations, 
especially the enhanced emphasis on more efficient repayment routines, were 
politically driven as they originated from specific directives to the director-general 
from the Ministry of Education and Science in conjunction with her appointment. 
Despite the actions taken to improve the efficiency of repayment routines, some 
interviewees suggested that the agency had not always had unanimous political 
support for focusing on repayments and that ensuring that active students 
received money on time was generally seen as more important to avoid customer 
complaints and dissatisfaction. Hence the introduction of more efficient repay- 
ment routines as a key target in the ‘target map’ was seen as an important 
response to what one interviewee described as a ‘crisis’ in this area in 2005-6. 
Some improvements in repayment of insecure student loans have since been 
reported, which was partly attributed to more focused attention from the SNBSA . 
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in the form of reallocation of resources to improve repayment routines. The 
agency also reactivated some older loans, which had previously been deprioritized 
as a result of difficulties in making customers repay these. 

Similarly, since 2005 considerable improvements have been reported in lead 
times and especially accessibility indicators. Interviewees attributed this to a 
number of factors such as more focused utilization of staff, especially in dealing 
with peak workloads and the introduction of clearer, office-specific target levels 
specifying the number of applications to be administered within a particular 
period of time. One office manager described these increasingly focused work 
practices as follows: 


The explanation [for improved accessibility] is tighter control and that we made everyone 
aware of it... No other tasks were allowed between January and March and all resources 
were devoted to responding [to telephone calls] on time. We also had help from a support 
team [from headquarters] which was something new from the summer of 2005. 


From 2006, greater efforts have also been made to disaggregate the customer 
satisfaction index to measure customer satisfaction with specific service aspects, 
such as telephone service, administration of applications and repayment routines, 
more accurately and only targeting customers who have actually been in direct 
contact with the SNBSA. While some performance improvements have been 
reported here as well, interviewees expressed concerns that the increasing 
pressures on efficient repayment routines tended to have a negative impact on 
customer satisfaction. The meaning of serving ‘customers with special needs’ also 
seems to have been predominantly associated with enhancing the efficiency of 
repayment routines while the wider social dimension of doing so has been de- 
emphasized. The earlier initiatives aimed at improved coordination with welfare 
agencies were said to have generated few tangible effects. One interviewee rather 
described such coordination as a ‘peripheral issue’ within the SNBSA. 

While customer satisfaction indexes are still not used for short-term control of 
local branch offices, the attempts to link these to other PMPs and overriding political 
objectives may be seen as a step towards making them more meaningful and 
somewhat less dis-embedded from operating-level practices. Similarly, the incorpora- 
tion of targets for accessibility indicators and repayment routines in the ‘target 
map’ signifies an attempt to re-embed such key operating concerns in evolving 
control practices signalling continued commitment to customer orientation. 
Interviewees emphasized that these changes had occurred during a period of 
relative calm in the external environment of the SNBSA and that the develop- 
ment of the ‘target map’ had progressed without any involvement of external 
consultants, but rather emerged as an internal and better coordinated managerial 
initiative, as important explanations for the successful development of strategic 
planning and the ‘target map’. However, as indicated by the tensions between 
efficient repayment routines and customer satisfaction, the re-embedding of 


8 The satisfaction scores for customers repaying loans have generally been lower than the average 


composite scores for overall customer satisfaction. 
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PMPs in the wider striving towards customer orientation is not unproblematic or 
based on entirely consistent meanings. 


CASE 2: THE SWEDISH ROAD ADMINISTRATION 


Agency Background 

The main responsibilities of the Swedish Road Administration (SRA) are 
planning, construction and maintenance of state-financed road infrastructure on a 
nation-wide basis. Following the introduction of an inzernal purchaser-provider 
system in 1992 the organization is divided into seven regional divisions, filling 
a purchaser role, and six provider units. Core operating tasks, such as road 
construction and maintenance, administration of driving licences and permits, the 
national traffic register, training, consulting and ferry <ransports, are located in 
the provider units. 

The regional divisions are funded by state grants allocated for the purpose of 
meeting politically assigned objectives. Funding is earmarked for specific purposes or 
areas, such as large infrastructure projects, operations and maintenance, investments 
in physical road traffic and safety measures. While the SRA has the freedom 
to devise and prioritize between activities within each area, some of these are of 
considerable political interest. Hence, interviewees suggested that, in practice, it is 
the government that decides on large infrastructure pzojects, although there is 
usually some consultation with the SRA. In 2007, such infrastructure projects 
accounted for 27 per cent of the SRA’s total appropriations. 

While much of this funding is subsequently channelled to the provider units 
through internal contracting, these units also receive a varying portion of their 
funding from direct user fees and competitive contracting with external customers. 
Three of the provider units are exposed to external competition and only one of 
these holds a dominant market position. Yet, most of their contracting is still with 
other parts of the SRA. With some exceptions the provider units exposed to 
external competition have considerable discretion in making pricing decisions. 
The three remaining provider units still enjoy monopoly positions and are subject 
to more regulated pricing. 


The Sources of Embedded PMPs 

The introduction of the purchaser-provider system in the SRA was one step in the 
wider striving to deregulate and commercialize the operations of state agencies 
in charge of transport infrastructure in the 1990s.’ The key motivation for this was 
to enhance cost efficiency by gradually exposing the provider units to external 
competition and making them operate under ‘business-like’ conditions. While this 
development has been supported by the government, interviewees suggested that 
it was initiated by the agency rather than coercively imposed. 


° Very similar changes to those unfolding in the SRA have been initiated in the Swedish Railroad 
Authority. The two other agencies in the sector, in charge of air end sea transport infrastructure, 
have been corporatized although the state is still the sole shareholder. 
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Following these changes, the provider units were turned into separate financial 
responsibility centres and are required to break even or generate a surplus. In the 
latter case, annual financial performance targets such as profit margins and return 
on equity and capital employed are set for the provider units. Comparisons with 
the profitability of competitors are also made where possible and some provider 
units are (at least implicitly) expected to generate a surplus on par with industry 
average. While detailed cost information is also produced for pricing decisions 
within the provider units, there has been little external pressure on the agency to 
develop more sophisticated cost allocation practices at an organization-wide level. 
The risk of cross-subsidies is not considered imminent as the provider units are 
functionally separated from operations funded by state grants. For example, in a 
comprehensive evaluation of the effects of the purchaser-provider system in 1998, 
the National Audit Office (1998) showed very limited concerns with the issue of 
possible cross-subsidies but rather focused on the quality implications of potential 
cost savings. No negative effects on quality were found and evidence of operating 
cost reductions as a result of competitive contracting was reported. The evaluation 
thus concluded with a rather positive assessment of the outcomes of the purchaser- 
provider system. 

The growing exposure of the provider units to market mechanisms seems to 
have rendered efficiency concerns firmly embedded in these units. When queried 
about the meaning of performance and what they saw as the most important 
performance aspects, the managers of provider units invariably referred to efficiency 
aspects. This was often contrasted with other parts of the SRA, or as one of them 
explained: 


It’s rather interesting when vou compare our situation to [that of the purchaser units]. 
For us there are immediately red figures while in a region which might of course also end 
up with excess staff—project leaders without investments, excess ground personnel— 
there are no red figures in the profit and loss accounts. 


The existence of such differences was corroborated by interviews in the purchaser 
units: ‘We don’t have market mechanisms and price mechanisms which determine 
efficiency the same way [as in the provider units] . . . that’s more difficult in public 
sector operations’. 

Even where competitive pressures are less direct managers within the provider 
units argued that the potential threat of competition had contributed to making 
the organization more efficiency-centred, or as one of them explained: 


If we don’t do a good job so that the owner, the State or the Ministry think it’s okay, 
responsibility for the task might suddenly be transferred to someone else overnight. So 
it is pivotal to be perceived as efficient, rational, customer-oriented and in the citizens’ 
service to continue to exist. 


Other managers argued that complete outsourcing of some services produced 
by the provider units was a real option if efficiency and profitability targets are 
not met. 

Parallel to the development of the purchaser-provider system, concerted efforts 
have been made to enhance the level of customer orientation in the purchaser 


268 


© 2008 The Authors 
Journal compilation © 2008 Accounting Foundation, The University of Sydney 


PERFORMANCE MEASUREMENT IN SWEDISH CENTRAL GOVERNMENT 


units. In 1998, the agency adopted SIQ’s model for process-oriented quality 
management as a tool for identifying areas for improvement from a customer 
perspective. Whereas the purchaser units generally have fewer direct contacts 
with the users of road infrastructure, they have long been legally required to ccnsult 
with key stakeholders and local community groups when initiating major 
investments. The most important forum for this has been so-called consultation 
meetings aimed at eliciting inputs to investment decisions. However, several 
informants questioned the effectiveness of such meetings as a means of adjusting 
to user demands. Such views emerged in conjunction with participant observations: 


At these meetings we only tell people what we are going to do... we inform the customers 
about what we are planning to do. We were not and we still aren’t interested in changing 
based on the views that emerge from the consultation meetings. 


Consultations concerning smaller projects can sometimes be costlier than the cbject 
[of investment] itself. 


Customer orientation was seen as a means of making the SRA more sensitive 
to user needs and changing the engineering-based and internally focused culture 
of the organization. Following the appointment of a new director-general in 2001 
(who previously headed another state agency reputed to have made significant 
progress towards this end) these efforts were stepped up considerably. Interviewees 
described his commitment to the idea of customer orientation as genuine and 
deeply rooted: 


Customer orientation is the mantra of the director-general. Customer orientation, 
efficiency and the need for a holistic view: those words really matter. The director- 
general pushes very hard for it. 


Customer orientation is extremely important for him [the director-general], to be 
perceived as a state agency that listens to and meets external demands. I feel that one of 
his stronger driving forces is that we do not exist for our own sake, but for something else. 


The subsequent development of customer orientation in the SRA thus unfolded 
as an internally initiated project although external consultants were extensively 
involved in the implementation of new work practices and organizational structures. 
Some attempts at benchmarking with other state agencies reputed for their work 
with customer orientation were made but did not prove particularly informative. 
Instead, inspiration was primarily sought from the SIQ model already in place in 
the SRA. Starting in 2003, the agency introduced a new customer- and process- 
oriented organization based, in large part, on the prescriptions embedded in this 
model. This entailed the introduction of a clearer customer focus as a basis for 
planning and user segmentation. Customers are defined as either belonging to 
business interests or citizens and are divided into eleven sub-categories. A customer- 
focused responsibility structure with customer managers in charge of the eleven 
customer categories was also implemented. The customer managers’ role is to 
collect and analyse information about customer needs and to act as advocates 
for customer orientation in the SRA. Although their responsibilities do not 
include financial aspects, the customer managers are supposed to assume an 
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active role in the planning process at the central and regional levels and ‘guard’ 
that customer needs are being recognized in the planning process. A national 
customer service centre and a new computerized system were also established in 
2004 to enable more effective customer redress and dissemination of customer 
information in a more systematic manner throughout the organization. 

As an integral part of these changes, the SRA adapted its annual customer 
satisfaction index following the introduction of the SIQ model (first reported in 
1999) to better fit the new customer- and process-oriented structure. The index 
has since been further developed (see below). The customer satisfaction index 
has also constituted a key performance indicator in the customer perspective of the 
balanced scorecard used in the agency since 2000 and is a compulsory part of 
the scorecards compiled for each purchaser unit. All provider units were also 
expected to comply with the wider striving towards enhanced customer orientation. 
As outlined below, however, PMPs have evolved along somewhat different 
trajectories in the purchaser and provider units since the introduction of this 
initiative. 


PMPs in the Purchaser Units 

Whereas performance evaluation in the regional divisions has historically 
emphasized budgetary controls and internal operating aspects, more broadly 
based PMPs have evolved since the introduction of the balanced scorecard 
(encompassing internal/financial, employee, development, commissioning/ownership 
and customer perspectives). Short-term targets for the regions are set for key 
performance indicators within each perspective and efforts are made to link these 
to the overriding political objectives for the purpose of strategic planning. 
Although the gradual refinement of the balanced scorecard has not been closely 
coordinated with the striving towards customer orientation, some interviewees 
argued that these change initiatives had a mutually supporting effect. In particular, 
the customer focus of the scorecard has been of special interest in recent years as 
a counterweight to the commissioning/ownership perspective, or as one interviewee 
explained: 


Earlier on it was all about the commissioning perspective, everything had to go into the 
commissioning perspective and then we talked a little bit about employees and finance. 
But with the customer perspective it was like ‘oh dear, what should we write here 
then?’. Much more weight is placed on it now and... . I think it’s much more relevant 
to work with the balanced scorecard with the current organization and direction than 
earlier. 


The enhanced emphasis on the customer perspective also appears to be of some 
symbolic significance as a signal of the agency’s commitment to customer orienta- 
tion. One interviewee descrited this as follows: 


We have had some discussions of whether we should combine the commissioning and 
customer perspectives in the scorecard . . . Because, I mean, the view of the commissioner 
should be the same as those of customers. In principle, it’s the same needs being 
accommodated, but [the director-general] wanted to keep the customer focus to show 
that we focus on it. 
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TABLE 2 


PERFORMANCE INDICATORS AND TARGETS WITHIN THE CUSTOMER PERSPECTIVE 
OF THE BALANCED SCORECARD OF THE SRA PURCHASER UNITS IN 2006 





Performance indicator 


Performance target 





Updated road and traffic information 
according to specifications (yes/no) 


Children able to get to closest school 
safely as a result of SRA measures (number) 


Completed reviews of rules and regulations (yes/no) 
Reduced speed in big cities during peak traffic (yes/no) 


Municipalities started updating traffic information systems 
according to agreements (% of those with agreements) 


Reduced restrictions due to frost damages on roads of 
importance for the business community 


Customer satisfaction index for citizens (0-100) 


Enhanced standards for designated 
commuter roads (number) 


Excess cargo levels (%) 


Yes/no 


Number of children increasing 
with at least 2,009 


Yes/no _ 
Average speed not increasing 
At least 95% 


Reducing trend of more 
than or equal to 5% 


Higher than or equal to 58 


At least five designated 
commuter roads 


Lesser than previous year 





However, the regional divisions have experienced considerable difficulties in 
developing performance indicators reflecting customer needs for use in the 
balanced scorecard. Hence most of the indicators compiled within the customer 
perspective reflect more technical issues, such as the quality of roads and safety 
aspects, which may be seen as manifestations of the engineering-based view 
traditionally dominating the organization (see Table 2). Interviewees also suggested 
that the political objectives laid down in the annual appropriation directives still 
had an important influence on the targets and performance indicators included in 
the customer perspective. 

While the customer satisfaction index is disaggregated in the balanced 
scorecards of each of the regional divisions, it was developed at a strategic level 
and has proved difficult to use for performance evaluation within these. Initially, 
the customer satisfaction indexes primarily focused on the perception of the SRA 
as an organization rather than specific customer needs. Hence during 2004 and 
2005 a new index was developed to better reflect user perceptions of such concepts 
as the ‘good journey’ and improve the possibilities of disaggregating this information 
across various customer groups. While this makes comparisons across the years 
difficult, some improvements in the aggregate index fcr the SRA as g whole have 
been reported since its introduction in 1999. 

Still, considerable problems remain in ascertaining whether the customer 
satisfaction index targets relevant customers, as it is tased on a stratified sample 
of the Swedish population as a whole rather than users with personal experience 
of the agency’s services. Hence informants within the regional divisions generally 
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found it difficult to link the index to operating-level practices. For example, 
the following comments during participant observations are indicative of such 
problems: 


We don’t understand how to use the customer satisfaction index results. It’s too com- 
plicated to interpret the results and translate them into action. 


The customer satisfaction index should not be used as a measurement instrument for 
taking operating decisions. It’s not possible to disaggregate it to operating-level actions. 


Despite this widespread scepticism of the usefulness of the customer satisfaction 
index, its incorporation as a key performance indicator in the balanced scorecard 
has reinforced its position, or as one interviewee explained: 


There are no clear guidelines for how we should use the customer satisfaction index and 
there is also considerable scepticism towards it. Everybody always questions it, but there 
is nevertheless a [scorecard] target saying we should improve the customer satisfaction 
index so I sometimes feel that all we can do is to accept the situation and try to act based 
on it. 


Similarly, the embeddedness of customer satisfaction as a key concern in the SIO 
model seems to impede rejection of the customer satisfaction index, or as two 
interviewees explained: 


There is a demand for tools to measure and follow up [customer orientation] in the SIQ 
model and from this perspective the customer satisfaction index can be considered a good 
tool. I think this is one reason for the SRA to keep the index. 


We produce descriptions of operations within the SRA based on SIQ and then we 
consider how to measure and evaluate and [the customer satisfaction index] is a good tool 
to do this so I think this can be a reason for why we want to keep it. 


The director-general has alsc been reluctant to abandon the customer satisfaction 
index as an integral part of the SIQ model, despite expressing concerns over the 
large amount of seemingly redundant performance information being compiled 
within the SRA. In addition to its symbolic role as a manifestation of the efforts 
to nurture a more customer-focused culture within the agency, our interviews and 
participant observations suggest that a reason for this was the possibility of mak- 
ing comparisons with other agencies. While such comparisons seem to be of an 
implicit rather than explicit nature, the director-general was also said to attach 
considerable weight to customer satisfaction as a legitimizing device vis-a-vis the 
government. Demonstrating a high level of customer orientation and satisfaction 
was seen as important for expanding the agency’s scope of manoeuvring, or as 
two interviewees put it: 


One of many purposes of customer orientation is that we gradually develop some 
material that can influence [the government’s] demands. It’s really a matter of refining 
political objectives, the appropriation directives and those types of things. 


Customer orientation shows that the parliamentary system needs some complement to 
represent the needs of citizens and the business community. It’s not enough to have an 
election every fourth year. 
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The need for greater operating freedom constitutes a very real concern in the 
regional divisions, as their ability to prioritize between various customer needs is 
still circumscribed by a range of regulatory arrangements. For example, long-range 
national infrastructure plans were said to exacerbate the problem of budgets 
including a considerable portion of earmarked funding. This was seen as reducing 
the agency’s flexibility in responding to customer needs and reinforcing attitudinal 
barriers to enhanced customer orientation. One interviewee elaborated: 


This is a threshold we need to climb somehow because it’s a barrier to employees to see 
how we could become more customer-oriented . .. we only have the resources that have 
been allocated to us and they are tied up in plans covering ten years ahead and so on. So 
how could we do anything? I think we have improved a little bit so that employees can 
see that we might be customer-orientated given the resources we have, but here we have 
the greatest source of resistance really—what does it matter? Because our resources are 
already tied up in plans and they are limited. 


In addition, regulatory constraints are occasionally exacerbated by direct political 
interventions stemming from lobbying from other powerful constituencies. One 
such episode emerged in 2004, when a large manufacturing company lobbied the 
government to devise a customized investment program to improve road 
infrastructure in one region to preserve employment opportunities. This forced 
the SRA to radically alter its investment plans for the coming years. Such actions 
were considered detrimental for the credibility of the overall striving for customer 
orientation, or as one interviewee explained: ‘of cours: the wider business com- 
munity gets mad when certain measures just vanish like this for various reasons. 
We have gone out and committed ourselves to do certain things and then we 
change our minds.’ 

Notwithstanding suck barriers to more far-reaching customer orientation, the 
SRA has recently attempted to improve the integration of the information 
collected about customer needs in the annual budgeting and planning process for 
the regional divisions. This took the form of a comprehensive review of user needs 
and priorities based on the previously identified customer groups and involved the 
customer managers in charge of acting as spokespersons for these with the aim of 
facilitating trade-offs between customer needs. However, this initiative was 
largely unsuccessful and turned out to be very resource-demanding. In particular, 
it proved excessively difficult to reduce service levels to certain customer groups at 
the expense of others. This was partly ascribed to regulatory constraints specifying 
service standards to various customer groups but also to the paucity of externally 
focused information about customer needs. The customer satisfaction indexes 
were not considered particularly useful as sources of information in conjunction 
with the review. Instead, more disaggregated indicators of specific operating 
issues, based on once-off problem detection studies, were used. However, such 
indicators are not part of the PMPs embedded in the balanced scorecard. 


PMPs in the Provider Units 
Similar to the purchaser units, the provider units within the SRA are still subject 
to some regulatory constraints despite the efforts to deregulate operations and the 
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increasing exposure to market competition. For example, unlike their competitors 
the provider units are not allowed to expand through mergers and acquisitions. 
Salary agreements for certain categories of staff within the government sector 
were also considered costlier than those of competitors. In addition, there are 
strong political pressures to keep certain user fees (e.g., for driving licences and 
traffic registration services) low while maintaining speedy service delivery to 
accommodate public opinion. However, such regulatory constraints were not 
considered inconsistent with the efficiency concerns embedded in the PMPs of 
provider units, but rather to reinforce them. For example, a manager of one pro- 
vider unit argued that: ‘this is really our biggest problem, it’s very difficult to raise 
fees. Instead, we continuously have to become more efficient. This is good but 
perhaps we may end up pressuring staff too much rather than letting costs 
increase.’ 

Senior management within the SRA has also granted the provider units con- 
siderable discretion in adjusting their PMPs to their varying operating contexts. 
Although the provider units are required to comply with the striving towards 
customer orientation and the implementation of the balanced scorecard originating 
in the regional divisions, a rather flexible approach to non-financial performance 
measurement has evolved over time. For example, the provider units are expected 
to include measures of customer satisfaction in their balanced scorecards but are 
not required to use customer satisfaction indexes such as those used in the 
purchaser units. In most provider units, such indexes have proved difficult to use 
for operating-level decision-making and are often less relevant as more direct 
information about customer satisfaction is available from key customers. Most 
provider units rely on more customized measures of satisfaction and fulfilment 
of customer needs and short-term quality indicators such as measures of timely 
service deliveries, functionality and flexibility. Some key targets in this respect 
concern fulfilment of service guarantees, the perceived level of customer orienta- 
tion in the eyes of internal customers and lead times in responding to customer 
requests. To the extent that customer satisfaction indexes are actually used, they 
were described as a lagging indicator of whether a more customer-oriented focus 
evolves in the longer term, or as one interviewee explained: 


As to the customer satisfaction indexes, a number of identical questions recur. So it tells us 
how we are perceived regarding technical competence, our control of assignments, our 
work on the market—our marketing—and then we get partial scores for each of these. And 
then we can see how things have developed and how the organization has developed. 


However, interviewees did not experience any direct conflicts between customer- 
oriented performance aspects and the dominant concerns with efficiency. The 
broader notions of customer orientation and satisfaction were rather equated with 
the pressures to operate in a ‘business-like’ manner, of which efficiency and 
profitability concerns were seen as other key elements. The managers of two 
provider units described this as follows: 


First of all, we need to show some profitability and we can only do this by having satisfied 
customers. : 
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I think it [customer orientation] is more clearly linked to the notion of profitability than 
earlier. And we work much more on efficiency: to become more efficient. 


While the limited tensions between efficiency concerns and customer-oriented 
PMPs may partly be traced to the relatively flexible approach in adapting the 
latter to different operating contexts of the provider units, interviewees sug- 
gested that this was not necessarily the case with the organization-wide striving to 
implement process- and customer-oriented work practices. Few of these practices, 
including the customer segmentation efforts, were seen as relevant or useful 
within the provider units although they are expected to comply with the gen- 
eral ethos of customer orientation. There were also concerns that the striving 
towards customer orientation occasionally breeds confusion concerning the role 
of the provider units in relation to other parts of the SRA. This is especially the 
case where the provider units need to prioritize between resources allocated to 
serve internal and external customers. However, interviewees did not experience 
any greater difficulties in balancing such demands. It was rather concluded that 
external and internal customers must be treated equally. The discretion in pricing 
decisions of some of the provider units was seen as a facilitating factor in this 
respect as it enables them to match resource utilization and revenues. Quality 
aspects, such as those forming an integral part of their PMPs, are also used for 
communicating with customers and occasionally justifying price increases above 
initial agreements. 


CONCLUDING DISCUSSION 


A comparison of the evolution of PMPs in the two case organizations reveals a 
number of interesting contrasts shedding further light on why practice variations 
embedded in different forms of marketization emerge between and within 
organizations in the same institutional field. Whereas both organizations strive 
towards enhanced customer orientation, partly as a result of voluntary adoption 
of standardized TQM practices such as the SIQ model, they have experienced 
considerable difficulties in implementing PMPs embedded in these, such as 
customer satisfaction indexes. These difficulties can partly be traced to tech- 
nical problems in measuring customer satisfaction and disaggregating such 
indicators so that they are made meaningful to operating-level managers (cf. 
Pollitt, 1988; Modell, 2005). However, as demonstrated by the re-embedding 
of PMPs in the SNBSA, such technical difficulties should not be viewed as 
insurmountable and separable from the symbolic meanings associated with 
customer satisfaction indexes. The meaning of such indicators has changed 
somewhat as they have been dis-embedded from the SIQ model and the balanced 
scorecard and linked to indicators which have long been of key concern in the 
SNBSA (e.g., accessibility indicators) in the ongoing elaboration of PMPs. By 
contrast, despite similar efforts to make customer satisfaction indexes meaning- 
ful for operating-level practices in the purchaser units of the SRA, they have 
mainly filled a symbolic role as means of internal and external legitimization and 
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are still seen as firmly embedded in more standardized, ‘global’ PMPs. Regulatory 
constraints embedded in the system of funding and other forms of political 
intervention have also exacerbated the wider striving towards customer orientation 
and satisfaction. 

While these findings resonate with prior research in Swedish central government, 
suggesting that customer-oriented PMPs may assume more meaningful, operating- 
level functions if dis-embedded from standardized TQM practices (Modell et al., 
2007), such re-embedding is not unproblematic as it may heighten tensions with 
PMPs embedded in efficiency concerns signalling a partly conflicting cognitive 
rationale (cf. Zukin and DiMaggio, 1990; Dequech, 2003). This is notably demon- 
strated by the concomitant emphasis on customer satisfaction and demands for 
more efficient repayment routines in the SNBSA. However, such tensions do not 
seem to be ubiquitously attributable to regulatory mechanisms, in which the latter 
demands are embedded, but rather the existence of customer categories (i.c., 
customers with insecure loans) with interests which are not easily reconcilable 
with more commodified notions of satisfaction (cf. Alford, 2002; Kelly, 2005; 
Alford and Speed, 2006). On the contrary, it has proved largely unproblematic for 
the SNBSA to translate the meaning of customer satisfaction into improvements 
in lead times and accessibility indicators which have long been embedded in 
regulatory mechanisms and also reflect an essentially efficiency-centred rationale. 
Similarly, in the provider units of the SRA regulatory pressures are not viewed as 
inconsistent with the efficiency concerns and requirements to satisfy customers 
embedded in more competitive market logic, as these units are still granted some 
discretion in devising PMPs to deal with such issues. 

These findings contrast with prior performance measurement research informed 
by NIS, suggesting that organizations tend to resist or deflect regulatory pressures 
in the form of coercively imposed PMPs, such that these primarily fill a symbolic 
role as means of external legitimization (e.g., Sharifi and Bovaird, 1995; Cavalluzzo 
and Ittner, 2004; Northcott and France, 2005; Chang, 2006). In addition, even 
though the development in the SRA confirms earlier predictions that the intro- 
duction of competitive market conditions tends to reinforce efficiency concerns it 
negates the view that this will conflict with regulatory pressures (cf. Brignall and 
Modell, 2000). By mobilizing the notion of embeddedness, with specific reference 
to the reform context in Swedish central government, we can derive at least two 
complementary explanations for these deviations from prior research on public 
sector performance measurement. 

First, the embeddedness of efficiency-centred PMPs in the SNBSA and the 
provider units of the SRA in both regulatory and operating-level concerns are 
reminiscent of the evolutionary, ‘bottom-up’ nature of reforms in Swedish central 
government (Pierre, 2004). Even though increasing regulatory pressures have 
been brought to bear on these PMPs, these practices have evolved in tandem with 
context-specific, operating-level requirements over a long period of time rather 
than forming part of some sweeping, disruptive and unilateral reform initiative 
(cf. Cavalluzzo and Ittner, 2004; Northcott and France, 2005; Chang, 2006). This 
implies that some PMPs have played an important constitutive role in shaping 
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operating-level practices. The tensions and tendencies “or other PMPs to become 
dis-embedded from operating concerns are rather attributable to the fragmented 
nature of Swedish central government reforms. The introduction of such notions 
as customer segmentation and customer satisfaction indicators, embedded in 
standardized TQM practices rather than coordinated government initiatives, is 
problematic in a politically constrained funding situation as it renders conflicting 
priorities visible (Brignall and Modell, 2000; Modell, 2003, 2005). This tension is 
particularly noticeable in the purchaser units of the SRA, while it seems more 
manageable in the provider units subjected to competi-ive market conditions. 

Second, even though the fragmented reform context requires the agencies to 
balance between conflicting institutional logics (cf. Oliver, 1991; Brignall and 
Modell, 2000; Modell, 2001; Hung, 2005), it also grants them some flexibility to 
resolve tensions between these logics. In addition to the flexibility embedded in 
the ‘managing for results’ system, the government has been reluctant to regulate 
TOM practices and thus enables the agencies to adapt these (Modell et al., 2007; 
Modell and Grönlund, 2007). This discretion has been utilized within the SNBSA 
and the provider units of the SRA, where PMPs have been re-embeddded to at 
least partly close the gap between customer-oriented and regulated efficiency 
concerns. Contrasting evidence from the purchaser un:ts of the SRA underscores 
the importance of such discretion given the significant regulatory constraints 
impeding re-embedding, although other constraints seem self-imposed by senior 
management’s insistence on customer-oriented indicacors as firmly embedded in 
‘global’ PMPs. 

Taken together, these findings make a number of contributions to accounting 
research informed by NIS. Most importantly, they open up the notion of public 
sector marketization as an institutionally embedded phenomenon, which is constituted 
by varying but only partly consistent practices. Some PMPs, especially those grounded 
in efficiency concerns, tend to play an important constitutive role in operatinz-level 
practices, partly as a result of also being embedded in regulatory mechanisms. 
Other PMPs, imbued with symbolic meanings signifying a more customer-oriented 
rationale, only seem to approach such a status if they are dis-embedded from the 
‘global’ practices in which they originate and re-embedded in evolving PMPs 
dominated by efficiency concerns (cf. Giddens, 1984: Dacin et al., 1999). While 
this resonates with recent advances in NIS de-emphasizing the homogeneity of 
practice within institutional fields by drawing attention to its embeddedness in 
conflicting institutional logics (Lounsbury, 2001, 2007; Lounsbury and Crumley, 
2007), it adds to a very limited body of accounting research explicitly recognizing 
this issue (Lounsbury, 2008) and the literature on embeddedness, which has only 
started to examine the effects of multiple institutional logics (Dacin et al., 1999; 
Hung, 2005). Further examinations of the variations resulting from such logics 
would seem highly relevant, not least in the public sector given the paradoxical and 
often tension-filled situations emanating from two decades of market-based 
reforms (cf. Hood and Peters, 2004). However, such investigations may also be of 
more general interest given the under-researched nature of the marketization of 
institutional fields (Davis and Marquis, 2005) 


277 


© 2008 The Authors 
Journal compilation © 2008 Accounting Foundation, The University of Sydney 


ABACUS 


One key issue that stands to gain considerably from such research is the 
interlacing of organizational efficiency concerns and the symbolic role of accounting 
as a vehicle of legitimization. The present study underlines the usefulness of the 
notion of instititional embeddedness as an analytical lens as it draws attention to 
the circumstances under which these functions may be at least partly reconciled 
rather than assuming that they will invariably be de-coupled (cf. Meyer and 
Rowan, 1977; Brignall and Modell, 2000). This issue has only been minimally 
examined in the accounting literature informed by NIS (e.g., Modell, 2001; Covaleski 
et al., 2003; Tsamenyi et al., 2006). 

Further research into this issue may enhance our understanding of such notions 
as the situated functionality of accounting, emphasized in recent practice-based 
research in management accounting (Ahrens and Chapman, 2007). By positioning 
such micro-level studies more clearly within an NIS framework we may arrive at 
deeper insights into how practice variations are embedded in macro phenomena 
such as multiple logics in institutional fields (Lounsbury and Crumley, 2007; 
Lounsbury, 2008). Even though the present study concentrates on how the latter 
are manifest in ‘global’ control practices, such as balanced scorecards and TQM, 
it illustrates how these may (or may not) be re-embedded such that they influence 
other organizational practices (cf. Chua, 2007). Future research may extend these 
insights to explore how the institutional logics embedded in such control practices 
are enacted, reified or modified in the ongoing evolution of everyday practice. 
Such bridging of micro- and macro-level perspectives constitutes yet another 
under-developed area in NIS-based accounting research (Dillard et al., 2004; 
Hopper and Major, 2007; Modell et al., 2007). 

By way of policy implications, our findings echo the critique of public sector 
marketization for fostering a commodified view of beneficiaries to the potential 
detriment of some of these (e.g., Sanderson, 1996; Fountain, 2001; Lawrence and 
Sharma, 2002; Watkins and Arrington, 2007). To the extent that marketization 
efforts become embedded in operating-level practices with real consequences for 
beneficiaries, they tend to be subsumed under more dominant, efficiency-centred 
rationales. As demonstrated by the development in the SNBSA, PMPs may con- 
tribute to this tendency and detract from less easily measurable aspects of wider 
social concern. This may reinforce the marginalization of disadvantaged groups, 
such as students with insecure loans (cf. Fountain, 2001; Lawrence and Sharma, 
2002). Conversely, the situation in the SRA suggests that regulatory constraints 
preventing marketization efforts from taking firmer hold circumscribe the scope 
for actions with potentially detrimental effects for some beneficiaries, such as 
prioritizations between various customer groups and the ability to raise fees for 
some services. More critical research exploring whether institutionally embedded 
governance and control practices linked to the marketization phenomenon 
reinforce or negate adverse consequences for different groups of citizens and 
beneficiaries would thus seem warranted to inform policy debates. Accounting 
research based on NIS has been remarkably devoid of such critical analysis as it 
has downplayed the wider social and ethical dimensions of institutionalization 
processes (Rahaman et al., 2004). 
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Audit Fees, Non-Audit Fees and Auditor 
Going-Concern Reporting Decisions in the 
United Kingdom 


The accounting profession has come under increased scrutiny over recent 
years about the growing number of non-audit fees received from audit clients 
and the possible negative impact of such fees on auditor independence. 
The argument advanced is that providing substantial amounts of non-audit 
services to clients may make it more likely that auditors concede to the 
wishes of the client management when difficult judgments are made. 
Such concerns are particularly salient in the case of reporting decisions 
related to going-concern uncertainties for financially stressed clients. 

This study empirically examines audit reports provided to financially 
stressed companies in the United Kingdom and the magnitude of audit 
and non-audit service fees paid to the company’s auditors. We find that 
the magnitude of both audit fees and non-audit fees are significantly 
associated with the issuance of a going-concern modified audit opinion. 
In particular, financially stressed companies with high audit fees are 
more likely to receive a going-concern modified audit opinion, whereas 
companies with high non-audit fees are less likely to receive a going- 
concern modified audit opinion. Additional analyses indicate that the 
results are generally robust across alternative model and variable specifica- 
tions. Overall, evidence supports the contention that high non-audit fees 
have a detrimental effect on going-concern reporting judgments for 
financially stressed U.K. companies. 


Key words: Auditing: audit fees, opinion; Going concern; Non-audit 
fees; U.K. 


In this study we examine the association between audit service fees and non-audit 
service (NAS) fees in the U.K. and the audit firm’s final decision regarding the 
type of opinion provided to a financially stressed client. Specifically, evidence from 
prior research has found that the amount of non-audit fees are not significantly 
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related to financially stressed companies receiving or not receiving a going-concern 
modified audit opinion in the U.K. (Lennox, 1999) or in the U.S. (DeFond et al., 
2002; Geiger and Rama, 2003). Yet other research on U.K. audit firms has found 
a significant association of NAS fees and all types of qualified audit reports (Firth, 
2002), and that audit services are priced differently in the U.K. compared with 
Australia and the U.S. (Basioudis and Francis, 2007). In order to extend this line 
of NAS fee research and provide a more robust examination of the possible 
reporting association in the U.K., we examine audit reports for companies in 
financial stress and test for the association between the type of audit opinion 
issued (going-concern modified’ or not) and the level of both audit fees and NAS 
fees paid by the client company to the audit firm. 

Payment of audit and NAS fees directly from the client to the audit firm has 
long been a contentious issue (c.f., Mautz and Sharaf, 1961; AICPA, 1978; Simunic, 
1984; Barkess and Simnett, 1994; Firth, 1997b; Levitt, 1998; DeFond and Francis, 
2005), and the public accounting profession has come under increased scrutiny 
about the large and growing amount of NAS fees received from audit clients and 
the potential adverse effect such fees could have on auditor independence 
(Ezzamel et al., 1996; Lennox, 1999; Weil, 2001; Carcello, 2005). The economic 
bond of clients paying audit and non-audit fees directly to their external audit firm 
has been argued by many to be a substantial impediment to audit independence 
(Mautz and Sharaf, 1961; Levitt, 1996; Ezzamel et al., 1996; ISB, 2001). Still others 
have argued that merely the growth in NAS fees in recent years has strengthened 
this economic bond and substantially increased the threat of impaired auditor 
independence (Firth, 1997a, 2002; Ezzamel et al., 1999; Levitt, 2000). That is, auditors 
who perform significant NAS for audit clients have an additional economic 
incentive to retain the client, possibly at the risk of deciding difficult issues in the 
client’s favour (Kida, 1980; Citron and Taffler, 1992; Geiger et al., 1998; Levitt, 
2000; Carcello and Neal, 2003). In fact, the legislatures in the U.K. and U.S., as 
well as the European Union (Buijink et al, 1996; Federation of European 
Accountants, 1996; Department of Trade and Industry, 2003; SEC, 2000a), have 
argued that NAS fees have the potential to adversely impact auditor independence 
and impair auditor decision-making, especially when those decisions invclve a 
substantial amount of professional judgment. Such concerns have led to the 
disclosure of these fees for public companies in the U.K. beginning in 1991 and in 
the U.S. beginning in 2001 (Companies Act, 1989; SEC, 2000a, 2000b). 

This study empirically examines the assertion implied by these legislative 
initiatives that U.K. auditors may act more favourably toward those clients from 
whom they receive higher NAS fees. Following prior research focusing on audit 
firm reporting decisions, and in order more to properly assess the possible effect 
of NAS fee influence on audit firms, we examine the audit reports rendered to 
financially stressed companies and the magnitude of NAS fees and audit service 


In this study we refer to ‘going-concern modified’ audit opinions and intend it to include all types 
of going-concern audit opinions (e.g., unqualified, qualified, adverse and disclaimer) allowable in 
the U.K. 


285 


© 2008 The Authors 
Journal compilation © 2008 Accounting Foundation, The University of Sydney 


ABACUS 


fees paid by such companies to their auditors. Prior researchers (c.f. DeFond 
et al., 2002; Firth, 2002; Abbott et al., 2003) contend that a thorough examination 
of fees paid to audit firms and firm decision-making must jointly include audit 
service fees as well as NAS fees. Hence, our study examines if there is an association 
between the magnitude of both NAS fees and audit fees on audit opinions for 
financially stressed U.K. companies. 

If there is a substantial incentive for audit firms to appease clients that pay 
higher NAS fees, we would expect a negative relationship between NAS fees paid 
and the issuance of a going-concern modified audit opinion from the auditor. 
Conversely, several prior audit fee studies find that increased audit service fees 
are positively associated with auditors rendering modified audit reports (Simunic, 
1980; Francis, 1984; Francis and Simon, 1987; Davis et al., 1993). These earlier 
studies have concluded that in cases where the auditor modifies their report, they 
typically do more substantive testing and documentation, and engage in lengthy 
discussions and negotiations with the client in order to support their final opinion. 
This additional work leads to increased audit service fees and results in the positive 
association of audit fees and report modifications. Accordingly, we expect a similar 
positive relation in our study of stressed U.K. companies. 

Unfortunately, prior research examining fees paid by U.K. companies and audit 
firms’ reporting decisions has either not separately examined going-concern 
report modifications, or has not appropriately examined the concurrent effect of 
both NAS and audit service fees on reporting decisions. Accordingly, we present 
the first focused study of both NAS and audit service fees and going-concern 
modified reporting decisions in the U.K. 

As hypothesized, this analysis of financially stressed U.K. companies finds 
a significant negative association between receiving a going-concern modified 
audit report and the magnitude of NAS fees, which suggests NAS fees may impair 
auditor decision-making. The findings are consistent with those of Firth (2002) 
in his examination of all types of audit report qualifications in the U.K. We also 
find a positive association between audit service fees and going-concern modi- 
fied opinions, consistent with audit pricing studies that have found modified 
audit opinions require additional audit work and therefore are associated with 
increased audit fees (Bell et al., 2001; Firth, 2002). We then perform further tests 
and demonstrate that our sample is representative of samples used in earlier U.K. 
studies and that results are generally robust across alternative model and variable 
specifications. 

This study answers the calls for additional research in this area (c.f. Lennox, 
1999; Butler et al., 2004; Carcello, 2005; DeFond and Francis, 2005; Basioudis and 
Francis, 2007) by extending the literature in several important ways. First, it 
directly assesses the relationship between U.K. auditors’ going-concern modifica- 
tion decisions and NAS fees only for financially stressed companies for which the 
going-concern modified reporting decision is most salient (Mutchler et al., 1997; 
Geiger and Rama, 2003). Secoad, it extends the analysis of going-concern reporting 
decisions in the U.K. and fees paid to the external audit firm to include the 
simultaneous examination of audit service fees as well as NAS fees (DeFond 
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et al., 2002; Firth, 2002; Geiger and Rama, 2003). Third, it controls for company- 
specific factors such as default status, cost reduction plans, and issuing new debt 
or equity securities in the examination of fees and going-concern reparting 
decisions (Chen and Church, 1992; Behn et al., 2001). Lest, it extends the literature 
on audit market differences between countries and provides further evidence that 
the U.K. audit market may not be the same as audi: service markets of even 
seemingly similar countries like Australia or the U.S. (Simunic, 1980, 1984; Simunic 
and Stein, 1987, 1996; Chen et al., 2005; Basioudis and Francis, 2007). 


AUDITOR REPORTING DECISIONS AIND NAS FEES 


Auditing literature has long defined auditor independeace as the joint probability 
of auditors detecting and reporting errors (DeAngelo, 1931; Watts and Zimmerman, 
1986). As further discussed by Craswell (1999), the first element of the definition 
relates more to auditor technical competence, and the second more specifically to 
the issue of auditor independence. Thus, auditor indep2ndence depends not only 
on the ability of the auditor to identify problems (i.e., their professional ability), 
but also their willingness to report those problems appropriately (i.e., their 
professional independence from the client). Since pricr research has found that 
auditors typically do not have difficulty identifying cases involving going-concern 
issues in their audit clients (Kida, 1980; Mutchler, 1985, 1986; Simnett and Trotman, 
1989), the independence issue is more directly related to auditor reporting decisions 
on these financial difficulties than the ability of the audit firm identifying their 
existence. Accordingly, numerous researchers have argued that a direct test of the 
effects of NAS fees on auditor independence is the examination of NAS fee levels 
and auditor reporting decisions (c.f. Craswell, 1999; Reynolds and Francis, 2000; 
DeFond et al., 2002; Firth, 2002; Geiger and Rama, 2003; DeFond and Francis, 2005). 

Audit reporting standards (e.g., SAS No. 600 in the U.K.; SAS No. 59 in the 
U.S.) require auditors to assess the continued viability of their clients in every 
audit engagement. If there remains substantial doubt in the auditor’s mind 
regarding the ability of the client to continue in its business as a going concern, 
even after considering management’s plans and mitigating circumstances, then the 
auditor must disclose this doubt in their audit opinion. The going-concern assessment, 
the evaluation of the appropriateness and probability of the success of manage- 
ment’s plans,” and the final decision to issue a modified opinion, all involve highly 
subjective judgments on the part of the auditor which could be intentionally or 
unintentionally affected by the level of fees obtained from the client. 

In the U.K. a modified audit report is defined as any audit report other than a 
standard unqualified (clean) opinion, including any unqualified reports containing 
explanatory paragraphs. An unqualified audit report may contain explanatory 
paragraphs that provide additional information and that draw attention to issues 


2 Mutchler et al. (1997) and Behn et al. (2001) find that decision: about going-concern meadified 
opinions in the U.S. are significantly related to the auditor’s evaluation of management's plans and 
mitigating circumstances. 
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affecting the financial statements. In this reporting context, one type of unqualified 
audit report modification is referred to as the going-concern modified report which 
includes additional explanatory paragraphs relating to fundamental uncertainties 
affecting the ability of the organization to continue as a going concern in the 
future.’ Additionally, an auditor might determine that the going-concern uncer- 
tainties of the client are so pervasive that an objective opinion on the fairness of 
the financial statements is not possible at present, and that they must disclaim an 
opinion on the current financial statements. 

With respect to these final audit reporting decisions, negotiations between the 
auditor and client regarding the type of audit opinion to be issued are very sensitive, 
and are made all the more problematic in the case of a financially stressed client 
(Hopwood et al., 1994; Mutchler et al., 1997). These discussions become particularly 
contentious if the client believes that the receipt of a going-concern modified 
audit opinion will increase their financial difficulties and become a self-fulfilling 
prophesy regarding their inability to continue in existence (Altman, 1982; Geiger 
et al., 1998; Pryor and Terza, 2002). 


PRIOR RESEARCH 


In a large sample study of NAS fees and audit reporting decisions in the U.S., 
DeFond et al. (2002) conclude that there is no significant association between 
both audit fees and NAS fees and audit opinions on financially stressed com- 
panies. However, given their large sample size, DeFond et al. (2002) do not 
include important mitigating factors such as client default status, management 
plans, or obtaining additional funding that have been identified in prior research 
to be associated with audit reporting decisions on stressed companies (Chen and 
Church, 1992; Behn et al., 2001). A study by Geiger and Rama (2003) examines a 
sample of sixty-six going-concern modified companies in the U.S. and a matched 
sample of financially stressed, non-going-concern modified companies and 
includes controls for default status, management plans and additional funding 
sources. Using this small-sample, matched-pairs methodology, Geiger and Rama 
conclude that audit fees were positively associated with going-concern modifica- 
tions, but that NAS fees were not significantly associated with going-concern 
modification decisions. Thus, prior research in the U.S. has been unable to 
demonstrate a significant association between NAS fees and auditor’s going-concern 
modification decisions. 

The relationship between NAS fees and auditor reporting behaviour has also 
been previously examined in Australia, where audit fee data have been publicly 


There are several other possible non-going-concern related audit report modifications in the U.K. 
that auditors may issue in addi-ion to those related to going-concern. Other modified audit 
reports are issued for reasons including limitations on scope of the examination (lack of audit 
evidence-disclaimer of opinion), and disagreements regarding the accounting treatment or disclosure 
of specific items (adverse opinion). These reports may include explanatory paragraphs relating 
to fundamental uncertainties not directly affecting the ability of the organization to continue as a 
going concern. 
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disclosed since 1980. However, the results of that research are somewhat mixed. 
For example, Wines (1994) finds evidence of a negative association between NAS 
fees and the issuance of any type of qualified report in a sample of seventy-six 
Australian companies over the period 1980-89. Additionally, Sharma (2001) and 
Sharma and Sidhu (2001) examine a sample of forty-nine bankrupt Australian 
companies and conclude that higher NAS fees were associated with a lower 
likelihood of receiving going-concern modified reports. Yet, Barkess and Simnett 
(1994) and Craswell (1999) in two large sample studies find no significant association 
between the level of NAS fees and Australian audit report qualifications. 

However, these non-U.K. results are not necessarily unilaterally transferable to 
the market for audit services in the U.K. (Simunic and Stein, 1987, 1996; Ezzamel 
et al., 1999; Basioudis and Francis, 2007). Prior researchers have argued that there 
is less audit litigation in the U.K., and more of a principles-based approach to 
financial reporting compared to the U.S. or Australia (Ball et al., 2000; Gul et al., 
2002; Khurana and Raman, 2004). As a result, U.K. auditors may respond differently 
when faced with similar NAS fee and reporting issues for their financially stressed 
clients. Hence, direct testing is required to determ-ne whether U.K. auditors 
might respond differently to litigation and reputation concerns than their U.S. and 
Australian colleagues. 

In the first published study of NAS fees and audit reporting decisions on U.K. 
firms, Lennox (1999) examined NAS fee disclosures during the period 1988 to 
1994 surrounding the initial fee disclosure requirements instituted in 1991.4 While 
the focus of his study was primarily on the early/on-time/late NAS fee disclosure 
patterns of U.K. companies and audit firms, he did test for a relationship between 
NAS fees and audit opinions (which he used as a surrogate for audit firm quality). 
His results suggest that after controlling for prior year going-concern modified 
audit reports, NAS fees were not significantly associated with auditors render- 
ing a going-concern modified opinion to their clients. Since the main focus of the 
Lennox study was not on the relationship between NAS fees and audit opinions 
per se, he did not concurrently assess the effect of the level of audit service fees 
on opinions (DeFond et al., 2002), or control for firm-specific factors found to 
be significantly related to audit reporting decisions (Chen and Church, 1992; 
Behn et al., 2001). 

A study by Firth (2002) has examined auditor decisions to issue qualified opinions 
in the U.K. and the relationship between all qualification decisions in the year 
1996 and relative level of audit and NAS fees (i.e., fees scaled by total assets). In 
this study, Firth examines all quoted non-financial companies and, as hypothesized, 
finds a significant negative association between the proportion of NAS fee levels 
and receiving a qualified opinion, but a non-significant association between the 
proportions of audit service fee levels and receiving a qualified opinion. Hcwever, 
while Firth tests for differences in reporting decisions relating to fundamental 


4 Earlier studies by Chan et al. (1993), Brinn et al. (1994), Ezzamel et al. (1996, 1999) and Firth 
(1997a, 1997b) have examined audit fee determinants in the U.K. audit market. However, these 
pricing studies have focused on modelling the level of audit fees or the proportion of NAS fees in 
relation to audit fees and not the relationship between fees anc audit reporting decisions. 
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qualifications and material (but not fundamental) qualifications, he does not 
specifically examine the effect of fee levels on auditor going-concern modified 
reporting decisions. Butler ef al. (2004), however, conclude that the level of 
financial stress exhibited by companies receiving going-concern modified audit 
opinions is significantly greater than by companies receiving other types of audit 
opinion qualifications, and these financial stress differences necessitate the 
separate evaluation of going-concern modified reports from other types of audit 
opinions. Accordingly, it is unclear whether the results presented in Firth are 
generalizeable to the association of NAS fees and audit firm decisions regarding 
going-concern modified opinicns, and in particular, the audit reporting decisions 
of financially stressed audit clients. 

Further, as noted by prior researchers, results of studies performed on settings 
in one country may not be universally transferable to other, even seemingly 
similar countries (c.f., Simunic, 1980, 1984; Simunic and Stein, 1987, 1996; Ezzamel 
et al., 1999; Carey et al., 2008). In fact, recent audit fee research by Basioudis and 
Francis (2007) examining the audit fee market in the U.K. concludes that ‘the 
U.K. results provide a sharp contrast to U.S. and Australia... The U.K. results 
reinforce that there are important differences in the pricing of Big 4 industry 
expertise across countries, even among a group of countries that is viewed as 
being relatively similar in nature.’ Accordingly, without direct testing, it is unclear 
whether the U.K. auditors might respond differently to litigation and reputation 
concerns than their U.S. and Australian colleagues causing U.K. auditors to 
report differently when faced with similar NAS fee and reporting issues. Thus, we 
provide a more robust examination of the U.K. audit market in an effort to both 
extend the research on the U.K. audit market, as well as determine if the results 
of NAS fee and reporting studies in other countries also hold in the U.K. 


RESEARCH HYPOTHESES 


As noted earlier, audit decision-making related to going-concern uncertainties is 
an area that involves considerable auditor judgment. However, to date there has 
not been a directed, thorough examination of the potential relationship between 
levels of NAS and audit service fees and auditor going-concern reporting decisions 
on financially stressed clients in the U.K. Due to the fact that audit opinions for 
financially stressed companies have been an ongoing issue of concern to standard- 
setters, legislators, the public, and the business press (Ezzamel et al., 1999; Weil, 
2001; Coffee, 2002; Dietz, 2002}, and have been the topic of several governmental 
hearings over the years (e.g., U.K. Department of Trade and Industry, 2003), it is 
important to examine empirically whether higher fees received for NAS by U.K. 
audit firms might impair independence and lead to fewer going-concern modification 
decisions for companies in financial stress. Thus, our first research hypothesis (in 
alternative form): 


H,: There is a negative association between the magnitude of non-audit fees and audit 
opinions modified for going concern. 
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TABLE 1 
SAMPLE SELECTION 
No. % 

Companies listed in the London Stock Exchange (LSE) 2,200 100.00 
and included in FAME database 

Financial services companies (i.e., banks, trusts, etc.) 1,365 -62.05 
Non-financial companies listed in LSE and included in FAME 835 37.95 
LSE companies with missing or incomplete data -192 -8.73 
Non-financial companies with all available data 643 29.23 
Companies received a going-concern qualified audit opinion -29 ~1.32 
(GCM sample) 

Companies with clean audit opinion 614 27.91 
Non-stressed companies ~222 -10.09 
Stressed non-financial companies available for matching 392 17.82 








Since clients pay all fees directly to their audit firms, examining one type of audit 
fee necessitates the examination of all fees paid to the audit firm. Accordingly, 
prior researchers and regulators (Abdel-Khalik, 1990; SEC, 2000b; DeFond et al., 
2002; Firth, 2002; Abbott et al., 2003) have argued that examining the magnitude 
or impact of NAS fees cannot be properly accomplished without also concurrently 
assessing the level of audit service fees paid by clients. A systematic examination 
of fees paid to the aucit firm and their effect on reporting decisions should include 
both the level of non-audit fees as well as the level of audit service fees. There- 
fore, we also examine the association between audit service fees and audit firm 
reporting decisions. Based on prior audit fee and audit reporting research, we 
expect a positive association between audit service fees and going-concern 
modified reporting decisions (Simunic, 1980; Francis, 1984; Geiger and Rama, 
2003). This leads to aur second hypothesis (in the alternative form): 


H,: There is a positive association between the magnitude of audit service fees and audit 
opinions modified for going concern. 


SAMPLE AND DATA 


To identify our sample of going-concern modified companies, we begin with all 
companies listed on ihe London Stock Exchange for the 2003 financial reporting 
year. Global Access and FAME databases provide financial and other data.” As 
reported in Table 1, the initial sample includes 2,200 listed companies that are 


> Global Access is a product by Thomson Publishing Group, and FAME is an acronym for Financial 
Analysis Made Easy, a comprehensive database for U.K. private and publicly listed companies 
maintained by Bureau Van Dijk. 
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also included in the FAME database. Following prior research, we exclude 1,365 
financial and services companies due to their differing financial statement properties 
that are not well captured in available financial stress models. Then we eliminate 
another 192 companies with missing data,° and arrive at a sample of 643 publicly 
listed non-financial companies with all data available. 

We then examine annual report filings and auditor reports for all 643 available 
firms using the Global Access database. We undertook the laborious examination 
of the actual audit reports in order to eliminate any database coding errors and 
to ensure that we were able to identify properly all companies receiving a 
going-concern modified opinion from their auditor for the year.’ This process 
identified twenty-nine companies that received a going-concern modified opinion 
for the year.’ These twenty-nine companies comprise our test sample of all the 
non-financial listed companies that received a going-concern modified opinion 
(i.e., the GCM sample) that also had all the control variable information needed 
for our models.’ 

Prior researchers have argued that proper comparison of any GCM sample 
should be made only to other financially stressed non-going-concern modified 
companies (McKeown et al., 1991; Hopwood et al., 1994). Therefore, selection of 
our control sample begins with the 614 remaining listed companies that did not 
receive a going-concern modified opinion. Following Mutchler et al. (1997) and 
Geiger and Rama (2003), we consider a company as being in financial stress if it 
meets one of the following criteria: (a) negative working capital at the end of the 
year, or (b) bottom line loss for the year. This screening yielded 392 companies 
that exhibited at least one of the financial stress criteria. 

Having identified the financially stressed companies that did not receive a 
going-concern modified audit opinion, we then calculated the probability of 
bankruptcy for all 392 companies in this sample according to the model used in 
Hopwood et al. (1994). Following Geiger and Rama (2003), the non-going- 
concern modified companies were matched to our test sample companies based 


Companies were eliminated due to missing or incomplete audit report data, audit and non-audit fee 
data, missing financial statement data needed to calculate the measure of financial distress, or for 
missing or incomplete information on any of the control variables discussed in the next section. 


After checking a sample of the abave 643 companies, we found many auditor opinions to be 
incorrectly classified by FAME. This is similar to Butler et al. (2004), who found the Compustat 
database to contain significant amounts of error with respect to correctly classifying auditor 
opinions. Accordingly, we used the Global Access database to identify the firm’s correct audit 
opinion. Global Access acts as a comprehensive repository of published company information and 
includes scanned annual reports for companies in numerous countries. 


Of these twenty-nine companies, twenty-seven received modified unqualified opinions and two 
received disclaimers of an opinion for going-concern related uncertainties. 


Arguably, we could have restricted our analysis to only those companies receiving a first-time 
going-concern modified opinion, but the sample size is reduced substantially (by fourteen companies). 
Accordingly, following Lennox (19991 and Reynolds and Francis (2000) we include a prior-year 
going-concern modified report indicator variable in our regression model to control for first-time 
versus continuing modifications. 
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on probability of bankruptcy, net sales and U.K. SIC code, in the order mentioned. 
These twenty-nine non-Z0ing-concern modified companies comprise our financially 
stressed control sample (i.e., the NGCM sample). We perform our analyses on 
the twenty-nine GCM firms and the matched twenty-nine NGCM firms. This 
procedure ensured that similar companies with respect to financial stress, company 
size, and type of industry were included in the experimental and control samples 
for analysis. 


RESEARCH METHOD 


Following prior research (Lennox, 1999; Geiger and Rama, 2003), we employ a 
logistic regression to examine the association between the magnitude of audit 
and non-audit fees and the probability that the auditor modifies the report tor going- 
concern uncertainties for our GCM and matched NGCM companies. Accord- 
ingly, we estimate the coefficients in the following model: 


GCM = b, + b,” SIZE + b,* PROB + b,* DFT + b,* COSTRED 
+ b;* MITIGATE + by* REPORTLAG + b,* BIG4 
+ bg* PRIORGCM + b,* NASFEE + b,)* AUDFEE 
+ standard error (1) 


The variables are defined as follows: 


GCM = coded 1 if audit opinion was modified for going-concern, else 0, 

SIZE = natural log of total assets (in millions of pounds sterling), 

PROB = probability of bankruptcy from Hopwood et al.’s (1994) model, 

DFT = coded 1 if the company was in default, else 0, 

COSTRED =coded 1 if company entered into significant cost reduction 
program, else 0, 

MITIGATE = coded 1 if company announced sales of significant assets, issued 


new debt or new equity during the year, else 0, 
REPORTLAG = numter of days from the end of the year to the audit report date, 
BIG4 = caded 1 if company was audited by a Big 4 audit firm, else 0, 
PRIORGCM =coded 1 if company received a going-concern modified report 
in the prior year, else 0, 
NASFEE = natural log of fees paid for non-audit services, and 
AUDFEE = natural log of fees paid for audit services. 


In the model above, NASFEE and AUDFEE are the fee variables of interest 
and including them both in the logistic regression enables us to simultaneously 
assess H, and H, with respect to both types of fees and audit reporting decisions. 
As in prior research, we use natural log of audit and non-audit fees in our 
logistic regression as our audit fee measures (DeFond et al., 2002; Geiger and 
Rama, 2003).’° Based cn prior research, we also include the following types of 
control factors in our analysis: (a) financial variables, (b) management plans 


10 Using raw NAS and audit fees produces results substantively the same as those presented. 
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and mitigating factors, (c) audit reporting lag, (d) audit firm size, and (e) prior 
year audit report. 

Auditors have financial and other incentives (i.e., to maintain reputation) to 
retain large clients. Further, large companies may be able to mitigate their financial 
stress more easily than small companies. In addition, prior research has found a 
negative relation between company size and the receipt of a going-concern modified 
audit opinion (Mutchler et al., 1997; Geiger and Raghunandan, 2001; Geiger and 
Rama, 2003). Thus, a negative association between the likelihood of a going-concern 
modified audit opinion and company size is expected. Hence, we include a company 
size (SIZE) control variable measured using log of total assets (in millions of 
pounds sterling). 

Prior research suggests that there is a positive association between the likelihood 
of a going-concern modified audit opinion and the company being in default on 
debt obligations (Hopwood et al., 1994; Chen and Church, 1992; Mutchler et al., 
1997). Hence, we include default status (DFT) as a control factor. We classify a 
company as in default (DFT) if it is either in payment default or technical default 
of loan covenants, as identified in the company’s annual report. 

Prior research also suggests that there is generally a positive association 
between the likelihood of a going-concern modified audit opinion and financial 
stress (Mutchler, 1985; Hopwood et al., 1989, 1994; Behn et al., 2001). However, 
the relationship between level of financial stress and audit reporting for our samples 
of highly stressed companies that have already been matched based on levels of 
stress is problematic. In fact, using the same research design, Geiger and Rama 
(2003) find a negative association between levels of financial stress and receiving 
a going-concern modified report in their examination of reporting on stressed 
companies. However, to maintain consistency with prior research, we include 
level of financial stress (PROB) as a control factor. We measure financial stress 
(PROB) using the coefficients of the probability of bankruptcy model given in 
Hopwood et al. (1994)." Basec on prior research, we expect also to find a negative 
relationship between PROB and going-concern modifications for our already 
stressed companies. 

Professional standards require auditors to evaluate client management plans 
when there is uncertainty regarding the client’s ability to continue as a going 
concern. Behn et al. (2001) find that the ability of a company to raise capital and 
borrow funds to finance its operations is negatively associated with the likelihood 
of receiving a going-concern opinion. Further, Reynolds and Francis (2000) find 
that the combined actions of the company raising equity capital, borrowing funds, 
or selling significant assets was also negatively associated with the likelihood of 
receiving a going-concern opinion. Findings in Geiger and Rama (2003) further 
suggest that going-concern modified companies are more likely to have entered 
into significant cost reduction efforts. Hence, we take into consideration the 
importance of management plans by examining company filings and annual 
reports in order to include two additional control factors. Following Reynolds and 


u We use the value of the intercept as corrected by Geiger and Raghunandan (2001). 
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Francis we include an indicator variable for mitigatinz factors (MITIGATE) to 
control for whether the company entered into the sale of significant assets, issued 
new debt or new equity during the year. Second, following Geiger and Rama, 
we include an indicator variable for the company entering into a significant cost 
reduction plan (COSTRED) to control for companies that announced a substantial 
cost reduction plan duriag the year. These additional control variables are gathered 
manually from the accounts, notes and management’s discussion provided in the 
company’s annual report. 

Results from prior research have shown that the time between the company’s 
fiscal year-end and the audit report date (known as reporting lag) is associated 
with the type of the audit opinion (Francis, 1984; Chen and Church, 1992; Behn 
et al., 2001). Auditors typically take more time to audit financially stressed 
companies and to issue going-concern modified opinions than to audit financially 
healthier companies and issue non-modified audit reports. As a consequence, we 
examine the date the auditor signed each report for evidence of the time between 
the end of the company’s fiscal year and the date the auditor issued their final 
opinion on the financial statements. We include this time period of audit reporting 
lag as an additional variable (REPORTLAG) in our analysis to control for the 
timeliness of audit opinions on stressed companies. 

Auditor size may also be related to the type of audit opinion issued. Aitman 
(1982), Citron and Taffier (1992), Geiger et al. (1998) and Pryor and Terza (2002) 
have investigated the possibility of the creation of the s2lf-fulfilling prophecy after 
an issuance of going-concern modified opinion. That is, the issuance of the financial 
stress warning in the gning-concern modified report itself causes a higher likeli- 
hood of subsequent company failure. Further, audit firms also run the risk of 
losing a client after rendering a going-concern modified opinion, because the 
audit client is more likely to change an auditor when they receive a going-concern 
modified opinion (Geiger et al., 1998; Carcello and Neal, 2003). This risk may be 
even higher for the Big 4 audit firms, because they charge higher prices in 
comparison with smal. audit firms, as documented from prior audit pricing 
research (Francis, 1984. Basioudis and Francis, 2007). In addition, Big 4 auditors 
may have more to lose from litigation related to any one particular audit which 
may lead them to be more conservative in their reporting decisions compared to 
non-Big 4 audit firms. This would suggest a more cautious and conservative 
reporting model would be used by the largest accounting firms, which would lead to 
the issuance of more modified audit reports (Francis and <rishnan, 1999). Conversely, 
the Big 4 may derive a higher proportion of their revenues from non-audit services 
than do the non-Big 4 firms. This would suggest that the largest audit firms might 
be more leery of upsetting and possibly losing an existing client by issuing them a 
modified opinion (Carcello and Neal, 2003). Hence, based on these prior studies 
we have no strong a priori directional expectations. We empirically examine the 
association between audit firm size and audit opinions in our study by including 
an audit-firm size indicator dummy variable (BIG4) in our regression. 

Finally, an indicator variable for the prior year audit opinion (PRIORGCM) is 
included in our model in order to control for the effect of the report type in the 
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prior year. Previous research has found that audit firms are reluctant to issue an 
initial report modification, as well as remove an existing report modification 
(Kida, 1980; Krishnan, 1994; Krishnan et al., 1996). Further, Lennox (1999) finds that 
prior year going-concern report modifications in the U.K. are significantly positively 
associated with current year going-concern report modifications. Accordingly, we 
expect a similar positive relationship for our samples of financially stressed U.K. 
firms. 


RESULTS 


Table 2 provides descriptive data for the two samples of companies: companies 
receiving a going-concern modified opinion from their auditors (our GCM test 
sample), and the financially stressed companies that did not receive a going- 
concern modified opinion from their auditors (our NGCM control sample). The 
non-significant differences between the two samples with respect to the net sales 
and total assets, as well as the non-significant difference in the probability of 
bankruptcy measure (at p > .05), are partial evidence of the effectiveness of our 
matching procedure used in the formation of the NGCM control sample. 

In addition, the differences in REPORTLAG and PRIORGCM for the two 
samples were found to be highly significant (p < .001). Specifically, consistent with 
prior audit reporting research, the GCM companies were more likely to have a 
longer reporting lag and more likely to have received a going-concern modified 
opinion in the prior year than the NGCM control sample companies. In fact, we 
find that none of the twenty-nine NGCM control firms received a going-concern 
report modification in the prior year. However, we also find that the GCM 
companies were no less likely to have been in default on loans or to have raised 
funds by issuing new debt, new equity or from assets sales (MITIGATE) during 
the year compared to the stressed NGCM sample companies. The results further 
indicate that the two groups are not significantly different with respect to entering 
into substantial. cost reduction plans (COSTRED). We also find no evidence of 
significant differences between the two samples for the Big 4 audit firm variable, 
indicating that the Big 4 firms audited similar proportions of both samples. 

Interestingly, the average audit fees and non-audit fees, which are the main 
variables of interest in our study, although not specifically used in our matching 
procedures, were not significantly different between the two samples (p > .05). Yet 
while the average audit and non-audit fee levels across the two groups appear 
similar, it is interesting to note that 27.6 per cent of the GCM sample did not pay 
any non-audit or consultancy fees to their audit firm for the year, yet the rate for 
the NGCM companies is only 3.4 per cent (p < .05). These univariate fee results 
are consistent with Geiger and Rama (2003) in their examination of the U.S. 
market, and indicate that gaing-concern modified companies were more likely to 
have not paid any non-audit fees to their auditor during the year. However, as 
noted previously, these univariate fee results are more appropriately assessed in a 
multivariate setting where additional fee-related control variables are included in 
the analysis. 
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TABLE 2 


DESCRIPTIVE DATA: GOING-CONCERN MODIFIED COMPANIES (GSM) 
VS NON-GOING-CONCERN MODIFIED COMPANIES (NGSM) 











Variable Going-concern modified Non-going-concern modified sampl2 
sample (n = 29) (n = 29) 
Mean % Range Mean % Range Mean difference 

(st. dev.) [median] (st. dev.) [median] p-value 
NET SALES 19.5 0.02-166.6 17.6 0-248.5 0.862 
(in millions) (36.3) [6.48] (45.9) [6.95] 
TOTAL ASSETS 18.2 0.04-109.36 38.6 2.03-667 0.386 
(in millions) (26.5) [7.89] (122.4) [9.2] 
PROB 0.45 0.2-1.00 0.52 0.44-0.95 0.075 

(0.18) [0.39] (0.12) [0.47] 

DFT 10.3 C 0.073 
COSTRED 37.9 24.1 0.264 
MITIGATE 69.0 621 0.583 
REPORTLAG 169 44-342 94.3 27-180 0.000 
(in days) (60.8) [168] (31.2) [91] 
BIG4 51.7 51.7 0.797 
PRIORGCM 48.3 0.00 0.000 
AUDITFEE 68.4 7.2-228 51.7 9.8-400 0.376 
(£000) (70.5) [39] (71.5) [37] 
NONAUDITFEE 58.1 0-430 47.5 0-300 0.653 
(£000) (98.2) [25] (78.7) [16.8] - 
COMPANIES 27.6 34 0.011- 
W/NO NASFEES 
PROB = probability of bankruptcy from Hopwood et al.’s (1994) model 
DFT = coded 1 if the company was in default, else 0 
COSTRED = coded 1 if company entered into significant cost reduction program, else 9 
MITIGATE = coded 1 if company announced sales of significant assets, issued new debt or new 


equity during the year, else 0 
REPORTLAG = number of days from the end of the year to the audit report date 


BIG4 = coded 1 if company was audited by a Big 4 audit firm, else 0 
PRIORGCM = coded 1 if company received a going-concern report in the prior year, else 0 
AUDFEE = fees paid for audit services 


NONAUDITFEE = fees paid for non-audit services 


Table 3 presents the correlation coefficients of our model variables. Of the 
various correlations, the highest correlation is between SIZE and AUDFEE at 
0.782. SIZE is also positively correlated with NASFEE at 0.304, and the two fee 
measures are correlated at 0.349. These results are ccnsistent with prior research 
finding fees and company size all positively correlated. As expected, GCM and 
DFT are both positively correlated with PRIORGCM (at 0.564 and 0.414, respec- 
tively). This positive relationship is also consistent with prior research. All other 
correlations are below 0.300. Judge et al. (1988) suggest that correlations below 
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TABLE 4 
LOGISTIC REGRESSION RESULTS (a = 58) 
GCM = b + b,* SIZE + b,* PROB + b,* DFT + b,* COSTRED + b;* MITIGATE 


+ b" REPORTLAG + b,* BIG4 + b,* PRIORGCM + b,* NASFEE 
+ by* AUDFEE + standard error 








Variables Exp. sign Estimate Wald y? p-value* 
Constant —166.1411 4,3344 0.037 
SIZE - —6.7051 4.2454 0.020 
PROB - -20.0856 2.9380 C.043 
DFT + 5.0826 0.0000 €.500 
COSTRED + —0.8510 0.1256 361 
MITIGATE - -3.5984 2.3251 ¢.064 
REPORTLAG + 0.2573 4.4404 €.018 
BIG4 ? 0.7181 0.0822 C.774 
PRIORGCM + 23.5261 0.0000 C.499 
NASFEE ~ —1.0292 4.9579 C013 


AUDFEE + 16.1955 4.3832 C018 


Model x”: 64.659, p < 0.00001; Nagelkerke R? = 0.896; Hosmer-Lemeshow: 3.058, p = 0.880 
* p-values are one-tail, except for the intercept and BIG4 term 


GCM = coded 1 if audit opinion was modified for going-concern, else 0 

SIZE = natural log of total assets (in millions of pounds sterling) 

PROB = probability of bankruptcy from Hopwood et al.’s (1994) model 

DFT = coded 1 if the company was in default, else 0 

COSTRED = coded 1 if company entered into significant cost reduction program, else 0 
MITIGATE = coded 1 if company announced sales of significant assets, issued new debt or new 


equity during the year, else 0 
REPORTLAG = number cf days from the end of the year to the audit report date 


BIG4 = coded 1 if company was audited by a Big 4 audit firm, else 0 

PRIORGCM = coded 1 if company received a going-concern report in the prior year, else 0 
NASFEE = natural log of fees paid for non-audit services 

AUDFEE = natural log of fees paid for audit services 


0.8 are not likely to substantively increase multicollinearity. Additionally, variance 
inflation factors for all models reported in the article do not exceed ten, the typical 
threshold for indicating multicollinearity might be an impediment to model 
interpretation. Based on these analyses, it does not appear that multicollinearity 
is a substantial deterrent with respect to analysing and interpreting our data and 
model results. 

Results from our multivariate logistic regression are presented in Table 4. The 
overall model is significant (x? = 64.659, p < .0001) and adequately fits the data 
(Hosmer-Lemeshow: 3.058, p = .880). From the control variables, and consistent 
with prior research, the SIZE variable indicates a continued company size bias in 
favour of larger companies not receiving a going-concern modified opinion from 
their auditor (p = .020). Consistent with Geiger and Rama (2003), the coefficient 
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for the PROB control factor is negative and significant (p = .043) in our multivariate 
analysis, even for these highly stressed companies. The MITIGATE control variable 
is negative and weakly significant (p = .064), indicating that those companies able 
to raise additional capital by executing management’s plans to mitigate their 
financial stress were marginally less likely to receive a going-concern modified 
audit opinion. Further, companies that have longer audit report lags (REPORTLAG) 
were significantly (p = .018) more likely to receive a going-concern modified 
opinion, which is consistent with prior audit reporting literature indicating companies 
exhibiting going-concern uncertainties need more time to be audited. 

All other control variables are insignificant (at p > .10). Consistent with Geiger 
and Rama (2003) we also find that the DFT variable is insignificant (p = .500), 
indicating default status for our samples of financially stressed firms is not 
significantly related to auditor reporting decisions. However, none of our NGCM 
firms was in default on their debt, limiting the variability of DFT variable and the 
ability of the variable to discriminate the two sets of firms. The COSTRED variable 
is not significant (p = .361). The BIG4 variable is positive but not significant (p = 
.774), indicating a lack of a significant Big 4 audit firm bias when deciding whether 
or not to issue a going-concermm modified audit opinion to the financially stressed 
companies in our sample. The PRIORGCM indicator variable is also positive but 
not significant (p = .499) implying that the prior years audit report did not have a 
significant effect on the probability of the stressed company receiving a going- 
concern modified report in the current year. However, again, none of the NGCM 
firms received a going-concern modified report in the prior year, thereby limiting 
the variability of PRIORGC variable and the ability of this indicator variable to 
discriminate GCM from NGCM firms. 

The results for our first variable of interest, NASFEE, indicate that the magnitude 
of NAS fees is significantly negatively (p = .013) associated with companies receiving 
a going-concern modified audit report from their audit firm. Our logistic regression 
results suggest that financially stressed U.K. companies that pay their external 
audit firms higher amounts of NAS fees were significantly less likely to receive a 
going-concern modified audit report. Our results are in contrast to the non- 
significant association of NAS fees and going-concern modified audit opinions 
reported by Geiger and Rama (2003) and DeFond et al. (2002) for U.S. firms, and 
the non-significant results reported by Lennox (1999) studying U.K. reporting 
decisions. However, they are consistent with the more recent U.K. findings of 
Firth (2002) in his examination of all types of report qualifications and NAS fees, 
and with those of Wines (1994), Sharma (2001) and Sharma and Sidhu (2001) for 
Australian firms. They provide clear evidence in support of our first hypothesis. 
The negative association between NAS fees and going-concern modifications suggest 
that there may be an adverse effect of the magnitude of NAS fees on auditor’s final 
going-concern reporting judgments for financially stressed U.K. companies. 

The findings regarding our second variable of interest, AUDFEE, indicate that 
the magnitude of the audit fee paid is positively and significantly (p = .018) related 
to receiving a going-concern modified audit opinion. They are consistent with the 
second hypothesis and provide additional support to prior research on audit pricing 
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that finds a positive association between audit fees and report modifications 
(Francis and Simon, 1987; Bell et al., 2001). They are also consistent with those of 
Geiger and Rama (2003) in their examination of going-concern mcdified audit 
report decisions and levels of audit fees in the U.S. 

In sum, higher NAS fees paid to the auditor are found to be associated with a 
lower probability that the company would receive a going-concern modified audit 
opinion, while higher audit fees are associated with a higher probability that the 
company would receive a going-concern modified audit opinion. Both of our main 
results are consistent with the expectations of the effect of audit and N ASfges;on 
auditor reporting decisions. They also reinforce the necessity to concurygftly- aialyse- 
both types of fees paid to the audit firm (i.e., audit and non-audit flelated) when 
examining the association of fees and audit reporting decisions. nt ae 


n 
i 


Further Tests we 

First, because there are a relatively small number of sample compaiiies, receiving - 
a going-concern modified report in this study, we wanted to ascertain-that wes 
companies are similar with respect to fees and audit opinions compared to-the 
larger number of U.K. companies examined in Lennox (1999). As noted previously, 
this earlier large-sample study focused on NAS fees exclusively, as opposed to 
both NAS fees and audit fees, and did not include an audit service fee measure in 
the model estimations. Therefore, the regression model used in this study was 
modified to be similar to the model used in the Lennox study by deleting our 
AUDFEE measure and re-estimating the regression model presented in-Table 4. 
The results of this modified regression are consistent with those reported in 
Lennox. Specifically, when we remove our AUDFEE measure and :nclude only 
the NASFEE in the model, as in Lennox, the coefficient for our NASFEE vari- 
able becomes insignificant (p > .25) and the control variables remain essentially 
unchanged. The similar results of this modified regression comparec to those of 
Lennox both help confirm the sample representativeness to those of the larger 
sample of U.K. listed firms, and reinforce the necessity to assess both audit fees 
and NAS fees simultaneously when examining the association of fees and auditor 
reporting decisions (DeFond et al., 2002; Firth, 2002; Geiger and Kama, 2003). 
Without concurrently examining both types of fees paid to the auditors, researchers 
cannot properly identify the effect of different types of fees paid to audit firms 
and their impact on difficult audit reporting decisions. 

To ascertain whether our results are driven by unusual sample observations, we 
evaluated our sample for outliers. Tabachnick and Fidell (2001) define outliers as 
those with standardized residual values greater than +/— about 3.3. None of the 
standardized residuals in our sample exceed these thresholds. However, one 
GCM observation had a standardized residual value of —3.15, which we considered 
close enough to the cut-off to warrant further investigation. Eliminating this 
observation together with its NGCM matched firm does not affect the results of 
our analyses. Specifically, when we re-estimate the model presented in Table 4, the 
NASFEE variable remained negative and significant (p < .05) and the AUDFEE 
variable remained positive and significant (p < .05) in our re-estimated regression. 
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Accordingly, we do not find any strong evidence that our results are driven by 
outliers or unusually influential observations. 

The business press and legislators have also expressed concern that the relative 
level of NAS fees compared to audit fees derived from the same company is a 
potential contributor to the impairment of audit firm independence. If auditors 
receive proportionately more NAS fees than audit fees, auditors may be more 
swayed to adopt the client’s perspective in order to preserve the more lucrative 
NAS fees (Levitt, 2000). Accordingly, Firth (1997b) and Geiger and Rama (2003) 
have examined the ratio of NAS fees to audit fees, while Lennox (1999) and 
DeFond et al. (2002) have examined the ratio of NAS fees to total fees as a measure 
of relative NAS fee importance. Replacing the NASFEE and AUDFEE variables 
in our logistic regression with either the ratio of NAS to audit fees, or the ratio of 
NAS fees to total fees, produces coefficients on the ratio variables that are positive 
but not significant (p > .20) in both regressions, while the remaining variable 
coefficients are substantively unaltered. These non-significant NAS fee ratio 
results are consistent with earlier reporting studies and, most notably, are also 
consistent with the findings ir. Lennox, providing further support for the repre- 
sentativeness of our sample, es well as the need to separate NAS fee and audit 
service fee measures for analyses. 

We initially follow Reynolds and Francis (2000) in specifying the MITIGATE 
control variable. However, Geiger and Rama (2003) include separate indicator 
variables to capture these mitigating factors. In order to ascertain whether the 
aggregate MITIGATE measure is better specified as separate indicator variables, 
we replace MITIGATE with separate indicator variables for: (a) whether the 
company raised funds by engaging in significant asset sales (ASSETSALE), 
(b) issuing new equity securities (NEWEQUITY), or (c) issuing new debt secur- 
ities (NEWDEBT) during the year. Replacing the MITIGATE variable in our 
model with the separate ASSETSALE, NEWEQUITY and NEWDEBT variables 
reveals that all three separate indicator variables are not significant (p > .10), and 
our variables of interest-—NASFEE and AUDFEE—have the same direction as 
the main results and remain significant at p = .044 and .058, respectively. 

Reynolds and Francis (2000) have argued that the office-level influence of 
audit clients is an important factor in the audit firm’s decision-making process. 
Accordingly, we add a client influence variable INFLUENCE) to the regression 
model in Table 4. This attempts to capture the size of the client relative to the size 
of the auditor’s office. The accounting firm’s lead engagement office is identified 
from the office-specific letterhead used for the audit report and supplied by the 
Global Access database. 

These data were then hand-collected for all listed companies in order to measure 
accurately the client influence for each specific office. Following Reynolds and 
Francis, client-specific influence is measured as the ratio of the log of that client’s 
sales divided by the log of sales for all public companies that that office of the 
audit firm renders opinions on (e.g., log company sales / Slog of sales of all public 
clients of the office issuing the audit opinion). The ratio of company sales to all 
public company sales for the office issuing the audit opinion is intended to capture 
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the relative value or worth of that particular company to the specific office cf the 
audit firm making the reporting decision. We would expect that clients with larger 
influence (i.e., higher INFLUENCE ratios) would be able to negotiate for a more 
favourable audit opinion and would be less likely to receive a going-concern 
modified opinion from their auditor. Including the INFLUENCE measure in the 
model reveals that its coefficient is not significant (p > .25); however, the NASFEE 
variable remains negative and significant (p < .05) and the AUDFEE variable 
remains positive and significant (p < .05). These results imply that the potential 
influence of a relatively larger client on a particular audit firm office is not 
significantly related to going-concern reporting decisions. However, as seen in 
Table 2, the companies in our sample are comparatively small and, hence, their 
relative influence to the specific office of the incumbent auditor making the audit 
reporting decision may not be as important for the firms in our study. 

We also perform additional tests to ensure that the size of the audit firm (Big 4 
or not) does not significantly interact with NAS fees to exert additional influence 
on the audit firm’s reporting decision if a large audit firm receives high NAS fees. 
When we add a BIG4*NASFEE interaction variable to our model the coefficient 
on the interaction term is negative but not significant (p > .25) and the NASFEE 
variable remains negative and significant (p < .05), the AUDFEE variable 
remains positive and significant (p < .05), and the other model coefficients remain 
substantively the same as reported in Table 4. If we further expand the model by 
adding both the INLUENCE variable, discussed in the preceding paragraph, and 
BIG4*NASFEE interaction variable, both new variable coefficients are found to 
be insignificant (p > .25) and similar results to those presented in Table 4 occur. 
Specifically, the NASFEE variable remains negative and significant (p < .05), and 
the AUDFEE variable remains positive and significant (p < .05). 

These additional tests provide support that the sample used in the study is rep- 
resentative of the larger U.K. samples from earlier studies, and that ihe results are 
robust to alternative model and control variable specifications. 


DISCUSSION AND CONCLUSION 


After the recent, and seemingly wide-spread, high-profile corporate failures, critics 
of the accounting profession have again expressed concerns that when auditors 
receive NAS fees from their audit clients audit independence may be at risk and 
audit decisions may be adversely affected. In order to test empirically this concern 
in the U.K., this study examined the association between NAS fees, audit service 
fees, and audit reporting decisions for financially stressed companies. We examine 
audits and reporting decisions of financially stressed companies because these are 
exactly the types of engagements in which auditors must exercis2 a significant 
amount of independent professional judgment (Kida, 1980; DeFond et al., 2002). 

The analysis here of audit opinions on U.K. companies in financial stress provides 
evidence of a significant negative association between NAS fees and the likelihood 
of a company receiving a going-concern modified audit report. Specifically, the 
evidence suggests that financially stressed companies that paid high NAS fees are 
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less likely to receive a going-concern modified audit report from their U.K. audit 
firm. This contrasts with the evidence from similar studies of NAS fees and audit 
reporting decisions in the U.S., as well as an earlier finding in Lennox (1999) who 
examined NAS disclosure patterns and U.K. reporting decisions. However, our 
results are consistent with several studies in the Australian market (Wines, 1994; 
Sharma, 2001; Sharma and Sidhu, 2001) and with the U.K. evidence presented in 
Firth (2002) regarding NAS fees and all types of qualified audit reporting 
decisions. These collective findings are also not inconsistent with those of Basioudis 
and Francis (2007) who find that audit fee structures in the U.K. are different from 
those found in the U.S. Basioudis and Francis’s (2007) findings lead them to argue 
that audit markets are not unifcrm across even what appear to be fairly homogeneous 
countries. Our findings are consistent with theirs and reinforce the need to 
separately examine markets and settings of different countries and contest the 
assumption that findings in one setting would be the same across all, even seemingly 
similar, countries (Simunic and Stein, 1987; Ball et al., 2000; Gul et al., 2002; 
Basioudis and Francis, 2007). 

Although we find the expected negative relationship between level of NAS fees 
and going-concern modified audit reports, as discussed in Wines (1994) and Firth 
(2002), we cannot rule out an alternative explanation. While the existence of this 
negative relationship is consistent with impaired auditor independence, it does 
not prove it. Firth argues that on the one hand this NAS fee/reporting relationship 
may suggest that high NAS fees deter auditors from issuing going-concern 
modified opinions, yet on the other hand it might well be that the additional services 
performed by the audit firm in the process of doing the NAS work actually aid the 
client and afford them the legitimate ability to avoid the going-concern modification. 
If the NAS work allows the client to resolve any remaining uncertainties in the 
mind of the audit firm (e.g., resolve substantive questions regarding poor management, 
resolve questions regarding unreliable information systems, or resolve issues of 
possible fraud on the accounts), or the NAS enable the client to become more 
profitable during the year and potentially in future periods, these circumstances of 
enhanced NAS fees would clearly improve the chances of the company receiving 
an unmodified opinion from the auditor. Finally, although our tests cannot 
disentangle the competing reasons for the relationship, the impairment of audit 
independence, and as a result the reduced incidence of going-concern modified 
opinions, can also not be ruled out. 

Our audit service fee results are consistent with prior research that also finds a 
positive association between audit service fees and going-concern modified 
opinions. The positive audit service fee and modified opinion relationship 
confirms prior audit fee research that documents a positive association between 
audit fees, audit effort and the likelihood of receiving a modified audit opinion 
(Francis, 1984; Francis and Simon, 1987; Beatty, 1993). 

Importantly, our aggregate findings of a negative NAS fee association and a 
positive audit fee association with going-concern modified reporting decisions 
reinforce the necessity to examine both types of audit fees simultaneously when 
assessing the association of auditor fees and reporting decisions (DeFond et al., 
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2002; Firth, 2002; Geiger and Rama, 2003). This is the first study to perform a 
simultaneous assessment of audit and non-audit fees in the U.K. audit reporting 
context. The inclusion in the model of both fee measures, along with examining 
only stressed companies for which the going-concern modification might be plaus- 
ible, enables us to examine more appropriately the effect of both fee types and 
their possible effect on audit reporting decisions for going concern. 

While the analyses provide fairly strong and consistent evidence regarding the 
association of NAS and audit service fees with audit reporting decisions, our 
study is subject to limitations. This study has been limited to the final audit 
reporting decision for financially stressed companies as documented in the annual 
reports. We have not examined the subsequent consequences of the reporting 
decision, namely Type I Errors (a going-concern modified opinion issued for a 
client that is subsequently viable) and Type II Errors (a clean opinion issued for 
a client that subsequently fails). A fruitful area for future research would be to 
examine if the two types of audit reporting errors are also associated with audit 
and non-audit fees in the U.K audit market. 

The sampled companies are fairly small and have relatively low levels of NAS 
and audit fees, which could possibly limit the generalizability of our conclusions. 
However, the sample selection procedures captured all the relevant companies 
with respect to the research questions, as we started with the entire population of 
non-financial companies listed on the London Stock Exchange and identified all 
companies receiving a going-concern modified audit report. Restricting our 
analyses to companies with data available on the FAME database, however, 
would also tend to restrict the sample to the larger companies on the exchange. 
The resultant sample, however, is probably more reflective of the size bias in 
going-concern reporting, in that prior research has consistently found that smaller 
companies are more likely to get a going-concern modification than are larger 
companies (Kida, 1980; Hopwood et al., 1994; Mutchler et al., 1997) than in any 
sample selection bias. We have also performed several supplemental analyses that. 
indicate our sample results are similar to earlier studies using larger samples, or 
including larger sized companies. Additionally, the overall effects found in the 
sample companies having relatively low levels of audit and NAS fees might likely 
be stronger if larger firms with higher fees were included for analysis. Accordingly, 
we believe that the results provide sufficient evidence that they are reflective of 
conditions found in the general population of U.K. companies and that the 
possible firm size limitation is minimal. 

The findings also raise additional issues surrounding the construction of, and 
relationship between, NAS and audit service fees. Following Basioudis and Francis 
(2007), further examination of how audit and NAS fees are constructed in practice 
(as well as disclosed) in the U.K. may shed additional insight into the fee relation- 
ships noted here (Houghton and Jubb, 1999; Abdel-Khalik, 1990). Along with the 
NAS and audit fee determination, an additional avenue for future research is the 
possible association of auditor decision-making and the separate components of 
NAS fees. For companies reporting on fiscal years ending after 1 October 2005, 
the new Companies Regulations (2005) requires U.K. companies to disclose NAS 
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fees paid to their audit firms broken down into more descriptive categories (e.g., 
tax compliance, internal audit, litigation services, actuarial services, remuneration 
services, etc.).’* Examination of these components of NAS fees and their possible 
association with auditor decision-making would provide additional evidence on 
the effect of more specific non-audit service fees on auditor decisions in the U.K., 
including going-concern repcrting decisions. 

Finally, assessing the impact of NAS fees (and different types of NAS fees) on 
other auditor judgments (e.g., client acceptance and retention decisions, pre-planning 
materiality decisions, engagement risk assessments, internal control evaluations, 
the amount and types of substantive testing) would extend our knowledge regarding 
the possible impairment of auditor independence in the face of NAS fees in the 
U.K. and elsewhere. 
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DALE HORNIACHEK 


Reflections on Amernic and Craig: A Note 


Amernic and Craig (2004) propose the impossibility of anything other 
than a binary divide between moral absolutism and relativism. Campbell 
(1992) is drawn on to support this; however, it is revealed here that it cannot 
be used in this way. While Amernic and Craig leave the arguments as to 
the inevitability of this binary divide at this juncture, their discussion of 
the possibilities for accounting education reform offers the prospect 
of an alternative to relativism that avoids moral absolutism. More 
fortunately, Campbell’s book provides the theoretical arguments necessary 
to rebut both absolutism and relativism. This rejoinder observes that, in 
reviewing the history of accounting, Amernic and Craig drew heavily on 
the work of Raymond Chambers, a critic of current accounting practice. 
In many works he demonstrated its failure to produce data comparability 
when complying with current accounting standards to report the values 
of assets, debts and inccme. For Chambers, truth in accounting (and 
ultimately data comparability) is found by the rigorous application of 
scientific rules. Introducing students to his persuasive arguments would 
be a very effective way of helping them understand the fragile and disputed 
nature of truth in accounting. But students should also be introduced 
to the arguments of those such as Gaffiikin, who believe there are limits 
to the extent that accounting can be based on objective facts (2000). To 
allow them simply to accept the orthodoxy of the day not only fails to 
prepare their minds (Clarke, 1996), it also allows relativism into our 
classrooms. Students who can grapple with truth in accounting can then 
start addressing ethical truth. We must take our students beyond pro- 
fessional rules of conduct. A goal outlined in the article should be to 
teach them to treat the readers of financial statements with, as Campbell 
puts it, ‘integrity and insight’ (p. 438). 


Key words: Accounting; Curricula; Education reform; Enron. 


The true way goes over a rope which is not stretched at any great height but just above 
the ground. It seems more designed to make people stumble than to be walked upon. 
(Kafka as quoted by Friedman, 1991, p. 299) 


In reflecting upon Amernic and Craig’s excellent article, ‘Reform of Accounting 
Education in the Post-Enron Era: Moving Accounting “Out of the Shadows”’ 
(2004), I am left with the feeling that the relationship between moral relativism 
and university accounting education is indeed a Kafkaesque rope. In their paper, 
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Amernic and Craig respond directly to President Bush’s 2002 post-Enron speech 
in which he asserted that ‘our schools of business must be principled teachers of 
right and wrong, and not surrender to moral confusion and relativism’ (p. 346). 
Amernic and Craig reject Bush’s plea for the avoidance of relativism. In doing so, 
they rely on the arguments that Campbell makes in Truth and Historicity (1992). 

In their article, Amernic and Craig appear to accept the impossibility of anvthing 
other than a binary divide between moral absolutism on one hand and relativism 
on the other. They draw on Campbell to support this argumentation; however, 
Campbell’s work cannot be used in this way. While Amernic and Craig leave the 
arguments as to the inevitability of this binary divide at this juncture, their discussion 
on the possibilities for accounting education reform offers the prospect of an 
alternative to relativism that avoids moral absolutism. Even more fortunately, 
Campbell’s book does provide the necessary theoretical arguments to rebut both 
absolutism and relativism. 

Accordingly, what I do in this note is demonstrate how Amernic and Craig 
might have used Campbell (1992) more forcefully in their calls for critical reform 
of accounting education. In doing so I also question how sincere Bush was in 
calling for the elimination of the teaching cf relativism. To achieve this I offer a 
discussion of Campbell’s arguments on relativism and then discuss the significance 
of this with regard to accounting teaching and research generally. This allows me 
to reflect on the significant possibilities of Campbell’s work for Amernic and 
Craig’s arguments, and on Bush’s call for the abandonment of relativism. Finally, 
I draw conclusions on how Amernic and Craig’s argument could be deployed to 
combat relativism in accounting education without accepting the type of moral 
absolutism espoused by Bush. 

Precise definitions are desirable here. The Collins dictionary defines relativism 
as ‘a theory holding that truth or moral or aesthetic value, etc., is not universal or 
absolute but may differ between individuals or cultures’ (Treffry et al., 1998, p. 1300). 
It is related to the concept of historicism—that ‘each period in history has its own 
beliefs and values inapplicable to any other, so that nothing can be understood 
independent of its historical context’ (p. 733). 

Campbell writes: 


Of course, as a doctrine, relativism is easily shown to be self-refuting: the statement 
“what is true for you is different from what is true for me” presents as a non-relative 
truth. So the statement itself is a counter-example to the universal claim it makes. But 
confronting relativists with this incoherence has remarkably little effect on them. And for 
good reason. They need not state it as a docirine; they simply adopt the policy of not 
admitting to serious consideration claims which others present as contrary to their own 
unless those claims seem true to them. (1992, p. 402) 


For Campbell, relativism usually comes down to ‘doing your own thing’ (p. 4) and 
Bush seems to pick up on the undesirability of this interpretation when he demands 
that academia not surrender to it. But the Enron accounting scandals of 2001 suggest 
clearly that people were doing just that, with disastrous results (Jennings, 2003). 
Campbell expresses concern about relativism in the academic community. 
‘What I am adverting to touches the core of the academic enterprise as it is 
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pursued in modern universities ... [and] ... too often our degree courses require 
students to synthesize what we have not been able to integrate’ (1992, p. 3). He 
goes on to argue that one of the most serious difficulties engendered by this 
particular thinking is that dierent world views are presented as rivals, such that 
diversity of thought cannot be accommodated without resorting to relativism. 

Amernic and Craig indeed express concern that they might be expected to 
adopt Bush’s own moral standards, yet Campbell refutes the notion that the 
avoidance of relativism necessitates the adoption of a single prescriptive set of 
ethical standards. In contradstinction, Campbell takes the position that an ethical 
search for truth and reflecticn on oneself and one’s relationships with others is 
how we reconcile the changing nature of what may be appropriate in specific 
circumstances with higher levels of truth. 

Campbell argues that relativism embodies two concepts. The first is a very 
linguistic view of the truth. The second is the view that human existence is 
‘exhaustively described as a naturally and historically situated self-making’ process 
(1992, p. 403). Society in this view is our own creation, limited only by our physical 
environment. If society is entirely of our own making we have great flexibility in 
how to create it. Logic and reason can therefore be used to create a better society. 
Latour (1993) notes that, while the view that society is completely flexible has 
never been true, it was once, but no longer is, useful as a basis for research. 

I now turn to the implications of these arguments for accounting research. 
Many accounting researchers use the quantitative techniques of science, not the 
qualitative research methods Campbell alludes to. Smith and Hodkinson (2005) 
defend relativism in universities as part of a rigorous defense of qualitative 
methods and the important and inescapable role of subjectivity in research. Such 
relativism is the opposite of the ‘absolute truth’ claims of positivistic research. 
Smith and Hodkinson are clear that moral judgment is still required, and that 
individuals exercise moral judgment, even in these conditions of relativism. 
However, they do not specify whose morality should dominate. Latour (1999) 
comments that scientific research is often considered accurate only when sub- 
jectivity, politics and passion have been eliminated. This raises the question of the 
effect positivistic accounting research has on ethical issues. 

In Financial Accounting Theory, Scott (2003) encapsulates the foundations of 
positivistic accounting research and the educational approaches with which 
Amernic and Craig are concerned. Decision usefulness has dominated accounting 
thinking since 1968 and market efficiency is assumed.’ In this world view, accounting 
information is reported to the public and share prices quickly adjust to include the 
new information within a few days at most. Efficient market theory asserts that 
significant profits will not be available to investors who identify incorrect market 
valuations. However, in Enron’s case this did not hold true: short-sellers who 
studied financial statements ir depth were able to spot the problems at Enron 


! [am more generous to the Scott textbook than are Amernic and Craig. Chapter 6 does lay out the 


arguments against market efficiency. What the text fails to do is delineate the implications if mar- 
kets are not efficient. 
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months before the crash (Bryce, 2002) but this information was made available 
only to the wealthiest investors. Articles that did appear in the popular press 
regarding the problems at Enron were generally ignored (Jennings, 2003). 

The acceptance of decision usefulness and market e“ficiency theory as the basis 
of accounting has two important implications. First, accounting standard setters 
can focus on the needs of professional financial analysts because it is their activity 
which keeps markets efficient. Second, accountants dc not need to be concerned 
with small, naive investors, as these investors are pric2-protected by the market. 
That is, the desire of large investors for profits creates the conditions which 
protect small investors. If naive investors want further support they can hire 
financial analysts to advise them on stock selection (Scott, 2003). Unfortunately, 
in the Enron case neither market efficiency nor financial analysts protected 
small investors. 

Eliot Spitzer, former Governor and State Attorney General of New York, has 
built a career on demonstrating that some financial analysts have in fact misinformed 
their small clients. In the course of his investigations Spitzer found emails in 
which analysts expressed concern that a stock was being promoted because the 
company was a client, not because it was a good investment (Jennings, 2003). In 
summary, financial analysts had used their information to profit at the expense of 
naive investors. Their activities and those of sophisticated investors provided no 
protection whatsoever for small and naive investors. 

How do research paradigms help create this situaticn? With shades of Latour 
(1993, 1999), positivistic accounting academics seek to eliminate subjectivity and 
judgment in their research by relying on market efficiency theory which they 
assert is entirely objective. Market efficiency is driven by the desire of investors 
for profits. It follows from such belief in objectivity that there are no ethical 
judgments to be made. Of particular relevance to Amernic and Craig’s thesis, 
Jennings (2003) outlines how education at the MBA-level is dominated by such 
positivistic neoconservative thinking. In her opinion, such thinking by Enron’s 
senior management critically contributed to the fraud. In our historicity, greed 
and avarice are no longer morally absolute ‘deadly sins’, but instead are virtues 
that promote market efficiency. This is an excellent example of ethical relativism 
in action. 

Jennings (2003) documents how the collapse of Enron involved entire financial 
systems in North America and points to three principal factors. These are: a weak 
board, weak external controls (auditors, securities analysts, and business press), 
and a dysfunctional culture (conflicts of interest, arrogance, autocrats, sycophants, 
hubris, and university curriculums). Jennings believes that effective intervention 
by any one group from a long list of participants could have prevented the tragedy. 
Enron provides an excellent example of how market efficiency should have 
worked but failed to do so at almost all levels. 

I can now address two key issues on relativism that were raised by Amernic and 
Craig. With regard to Bush’s accusation that business schools are teaching relativism, 
the evidence supports his position. However, since the relativism taught is primarily 
neoconservative, his sincerity in the accusation can be questioned. 
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The second key issue that Amernic and Craig raise is the common conundrum 
that if we do not take a relativist position, whose ethics do we choose? In a pluralist 
society we might be forcing the majority’s ethics on minorities. Relativists, such as 
Smith and Hodkinson (2005), who believe that moral judgments need to be 
maintained, face similar issues. 

Campbell’s work can be useful here. His position is that we need to stop looking 
at truth as a philosophical structure which tells us what to do in specific situations. 
Rather, he suggests that we look at truth as a way of living our lives. His final 
chapter is called ‘Truth in Action’. In it he argues ‘that everything in this world is 
transitory, that even the most reliable is only relatively so’. But things can still be 
true ‘in so far and as long as they are faithful’. ‘To be faithful in this way—to act 
with integrity and insight towards others and the reality in which we are situated— 
is a challenge confronting us in all our life-activities’ (1992, p. 438). Ethics must, it 
follows, be taught as an experience lived in our daily lives, both professional and 
private. Such approaches would facilitate teaching in pluralistic settings. Such 
approaches would also equip students with the tools they need if they work in 
multinational corporations. 

González agrees with Campbell that we should avoid trying to make moral 
philosophy a science based on ‘argumentative rationality’ (2003, p. 30). She notes 
that ethics are not about technical knowledge but are a human matter, and asks if, 
in a pluralistic society, we need to resort to having low ethical standards in order 
to avoid having one group impose their values on others. Her answer is that, if we 
do, then ethical discourse is banished to the private realm. For many individuals, 
public life dominates private life and in the end we have individuals seeking only 
their own interests. The alternative she supports is to have open public dialogue 
but, interestingly, with rigid positions eliminated and all parties showing some 
flexibility. She recommends that we speak to others with different opinions, and 
perhaps rectify our own. 

González (2003) therefore presents us with two options for dealing with the 
differences of beliefs which occur in pluralistic societies. We could adopt low 
ethical standards, and end up with the instrumental logic so clearly demonstrated 
in the various scandals. Alternatively, we could start talking in an open and civil 
manner about our differences. ‘As long as we speak we avoid violence and we 
are doing something in common, that is, we are constructing the common good’ 
(p. 34). Campbell’s search for higher truths is not a solitary pursuit. Rather, it is 
most effective when we seek the truth through dialogue with others, especially 
those with differing views. 

The strength of Amernic and Craig’s recommendations is how effectively they 
can be integrated into this approach to teaching ethics. In discussing the ‘Poverty 
of Discourse’ they recommend that we engage more rigorously with theory and 
underlying concepts of accounting rather than simply requiring students to learn 
current GAAP. As I have argued, neoconservative thinking is embedded in the 
current accounting curriculum to the detriment of ethical instruction. Engaging in 
an open critique of this thinking is important if students are to address truly the 
ethical issues facing business. Amernic and Craig also recommend that students 
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be taught the lessons of history. Students do need to understand efficient market 
theory and its related implications, but this needs to be combined with the history 
of what takes place in a sudden collapse, when market efficiency breaks down. 
There is a need for everyone to understand the limits of objectivity when dealing 
with financial data. Accounting must be taught as an ert not a science. 

In reviewing the history of accounting, Amernic and Craig have drawn heavily 
from the work of Raymond Chambers. Chambers wes highly critical of current 
accounting practice for ignoring the rules of logic ard mathematics (1999). He 
pointed out that numerous ways exist under currert accounting standards to 
report the values of assets, debts and income. This destroys the ability to compare 
the statements of different organizations. He believed that truth in accounting 
could be found by the rigorous application of sciemtific rules. By combining 
objectivity with corroboration, the usefulness of statements would be improved 
(1986). He did recognize that even with his improved approach to financial 
reporting some estimates would still be required, but in a measurable way. 
Introducing students to his persuasive arguments would be a very effective way of 
helping them understand the fragile and disputed natare of truth in accounting. 
But students should also be introduced to the argumen:s of those such as Gaffikin 
(2000) who believe there are limits to the extent that accounting can be based on 
objective facts. To allow them simply to accept the orthodoxy of the day not only 
fails to prepare their minds (Clarke, 1996), it also ellows relativism into our 
classrooms. Students who can grapple with truth in accounting can then start 
addressing ethical truth. We must take our students beyond professional rules of 
conduct. Our goal should be to teach them to trea: the readers of financial 
statements with, as Campbell puts it, ‘integrity and inswht’ (1992, p. 438). 
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Influence of Culture on Earnings 
Management: A Note 


This article examines the influence of national culture on earnings 
management across a broad cross-section of countries. In addition to 
examining the relation between culture and earrings management in 
general, two different types of earnings management are examined, namely, 
earnings smoothing and earnings discretion. Regression results indicate 
that, as expected, the cultural dimensions of uncertainty avoidance and 
individualism are significantly related to earnings management, even 
after controlling for investor protection and other legal institutional 
factors. Culture has a stronger relation with earnings smoothing than with 
earnings discretion, and cultural dimensions explair a greater percentage 
of the variation in aggregate earnings management and earnings smoothing 
than do investor protection variables. These findings suggest that there is 
a significant ink between culture and cross-national differences in earnings 
management, especially in the form of earnings smoothing. 


Key words: Accounting; Culture; Discretion; Eernings management; 
Investor protection; Smoothing. 


A considerable amount of accounting research has been devoted to the issue of 
earnings management. Much of this research has focused on determining whether 
earnings management exists and identifying the incentives to manage earnings 
(see Healy and Whalen, 1999, for a review). Research also has begun to examine 
the ability of corporate governance and other institutional factors to constrain 
earnings management (Chung et al., 2002; Krishnan, 2003; Bédard et al., 2004). 
The vast majority of earnings management research has been conducted within a 
single country using firm level data. 

On an international level, prior research indicates that there are systematic 
differences in earnings management across countries. Leuz et al. (2003) find, for 
example, that earnings are smoother in Continental Europe and Asia than in 
Anglo-American countries, and that European and Asian firms exhibit a greater 
degree of loss avoidance than Anglo-American firms. 

Cross-national differences in the level of earnings management can be the 
result of two opposing forces. One force is the influenze that institutional factors 
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have as inhibitors of earnings management. Because the strength of these institu- 
tional factors varies across countries, so might the level of earnings management. 
Prior research has found cross-national differences in the level of investor protection 
and the quality of the legal system to be significant in explaining the variation in 
cross-national differences in earnings management (Leuz et al., 2003; Burgstahler 
et al., 2006). A second force is the influence that various factors have as causes of 
earnings management. One such factor is economic incentives. Prior research 
shows, for example, that managers’ equity incentives (stock-based compensation 
and stock ownership) affect earnings management in the United States (Cheng 
and Warfield, 2005). To the extent that the incidence of equity incentives varies 
systematically across countries, this factor might explain some of the cross-national 
variation in earnings management. 

This study focuses on a verv different potential cause of cross-national variation 
in earnings management, namely national culture. Bao and Bao (2004) were 
perhaps the first to suggest that culture might be a factor contributing to the 
variation in earnings management across countries. However, they did not explain 
this relation or test for it. Guan et al. (2006) is the only published study to date 
that examines the relation between culture and earnings management. Their 
study is limited to five Asia-Pacific countries and uses only discretionary accruals 
as a measure of earnings management. 

This study examines the relation between national culture and earnings 
management across a sample of thirty-one countries. Hofstede’s (1980, 2001) 
cultural dimensions serve as the proxy for national culture. The influence that 
each cultural dimension might have on two concepts of earnings management— 
earnings smoothing and earnings discretion—is posited. The relations between 
Hofstede’s cultural dimensions and measures of earnings smoothing, earnings 
discretion, and aggregate earnings management are then explored. Cultural 
dimensions of uncertainty avoidance and individualism are found to be significant 
explanators of the international variation in earnings management across a broad 
cross-section of countries. Leuz et al. (2003) find that investor protection explains 
39 per cent of the variation in aggregate earnings management across a sample of 
thirty-one countries. Culture explains 49 per cent of the variation in the same 
measure of earnings management for the same sample of countries, and remains 
highly significant after controlling for the mitigating effect of investor protection 
and other institutional factors. Further analysis of the two components comprising 
the aggregate measure of earnings management finds that culture explains a 
larger amount of the variation in earnings smoothing than in earnings discretion. 
Culture explains more of the variation in earnings smoothing than does investor 
protection, but less of the variation in earnings discretion. 

This study contributes to understanding international differences in earnings 
management. First, the results indicate there is a significant relation between 
culture and earnings management, especially earnings smoothing, across a broad 
cross-section of countries. Individualism and uncertainty avoidance are the cultural 
dimensions most related to earnings management. Results suggest that future 
research attempting to explain international differences in earnings management 
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should include these cultural dimensions as potentially significant explanatory 
variables in the analysis. Second, the strong relation found to exist between culture 
and earnings management, especially in its smoothing form, suggests a possible 
addition to Gray’s (1983) model of the influence of culture on accounting. Gray 
identifies four fundamental accounting values (conservatism, secrecy, professionalism 
and uniformity) influenced by culture that in turn influence national accounting 
systems. None of these accounting values appears to explain differences in the 
extent to which earnings management is practised across countries. Yet the results 
of this study indicate that these differences are influenced by culture. This suggests 
there might be a fifth fundamental accounting value that explains the phenomenon 
of earnings management, and, in particular, earnings smoothing. 


RELATED LITERATURE 


Leuz et al. (2003) inveszigate the relation between a country’s institutional frame- 
work to protect the rights of outside investors and the extent to which firms in that 
country engage in earnings management. Managers are said to have an incentive 
to manage reported earnings to mask true firm performance so as to conceal 
private control benefits and minimize interference from outsiders. The incentive 
to manage earnings is reduced in those countries with legal systems that effectively 
protect outside investors, and they test this hypothesis by examining the relation 
between two measures of investor protection and an aggregate measure of earnings 
management. The first investor protection measure, Outside Investor Rights, is 
the anti-director rights index created by La Porta et al. (1998). This index measures 
how strongly the legal system favours minority shareholders. The second measure, 
Legal Enforcement, is the average score of three legal variables used by La Porta 
et al. to proxy for the quality of enforcement of legal rights. 

Leuz et al. (2003) develop four country-level proxies of earnings management 
that capture various dimensions along which managers can exercise their discretion 
to manage reported earnings.’ Two of these measures relate to the ability of 
management to ‘smooth’ earnings (i.e., reduce the intertemporal variability in 
reported earnings), and two proxies relate to the ability of management to 
achieve certain earnings targets, including the avoidance of small losses. They 
aggregate these four separate measures to form a composite measure of earnings 
management, and then use this aggregate measure as the dependent variable in 
empirical tests. 

As they expected, Leuz et al. (2003) find a significant, negative relation between 
earnings management and both measures of investor protection. The greater the 
protection provided outside shareholders and the stronger the enforcement of 
legal rights, the lower the amount of earnings management that takes place within 
a country. Outside Investor Rights and Legal Enforcement explain a substantial 
portion (39 per cent) of the variation in aggregate earnings management across a 


' Leuz et al. (2003) compute these variables from 70,995 firm-year observations from the years 1990- 


99 across thirty-one countries using the Worldscope Database. 
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sample of thirty-one countries. These results remain robust to the inclusion of ` 
legal origin and GDP as instrumental variables in a two-stage least squares regression. 
Leuz et al. (2003) did not consider the impact that differences in national culture 
might have on earnings management. They also did not examine the relation 
between investor protection and the separate constructs of eons smoothing 
and earnings discretion. 

Haw et al. (2004) examine the role that both legal and extra-legal institutions 
have on the variation in discretionary accruals across a sample of East Asian and 
Western European countries. They find that a common law legal tradition, an 
efficient judicial system, and effective tax enforcement mitigate earnings manage- 
ment. Wysocki (2004) points out several problems with Haw et al.’s specific measure ` 
of discretionary accruals and questions their claim that tax compliance influences 
earnings management. 

Burgstahler et al. (2006) study the effect of capital market incentives and 
institutional factors on earnings management across a sample of European 
countries. As expected, they find that earnings management is more prevalent in 
privately held firms than in public companies. They. also find earnings management | 
to be more prevalent in ccuntries with weak legal enforcement systems. In 
additional analysis, Burgstahler et al. find that, for public companies, a strong 
system of securities regulation can effectively dampen earnings management over ` 
and above the effect of a country’s general system of legal enforcement. 

Guan et al. (2006) use Gray’s (1988) model of the influence of culture on 
accounting to introduce the notion that, differences in earnings management 
across countries are related to culture. A simplified version of Gray’s’ model is 
presented in Figure 1. Gray argues that cultural dimensions identified by Hofstede 
(1980) influence a country’s accounting system in two ways: (a) through their 
influence on a country’s institutions, such as its capital markets, and (b) through 
their influence on accounting values, such as conservatism, that are shared by 
members of the accounting subculture within a country. 

Guan et al. (2006) argue that earnings management is influenced by the 
accounting values identified by Gray (1988). They use hypotheses developed 
by Gray with regard to the influence of Hofstede’s cultural dimensions ‘on 
accounting values to develop hypotheses with respect to the influence of culture 
on earnings management. For example, because Gray hypothesizes a direct 
relationship between the cultural dimension of individualism and the accounting 
values of optimism, flexibility, transparency and professionalism, and because 
‘anecdotally, U.S. companies’ earnings management behaviour in the late 1990s 
suggests that optimism and flexibility have been associated with positive (income- 
increasing) earnings management, higher individualism should result in higher 
positive earnings management (p. 31). Guan et al. (2006) develop hypotheses 
for the relation between inccome-increasing accruals and the cultural values of 
individualism, power distance, uncertainty avoidance, and long-term orientation. 
They did not include the cultural dimension of masculinity in their study, 
even though Gray hypothesizes relations between this dimension and several 
accounting values. 
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GRAY’S MODEL OF THE INFLUENCE OF CULTURE ON ACCOUNTING 


Cultural dimensions 
Individualism 

Power distance 
Uncertainty avoidance 
Masculinity 
Long-term orientation 


Accounting values 
Professionalism 
Uniformity 
Conservatism 
Secrecy 


Institutional consequences 
Legal system 

Corporate ownership 
Capital markets 
Professional associations 
Education 

Religion 


Accounting systems 
Authority 
Enforcement 
Measurement 
Disclosure 





Source: Gray (1988). 

Note that Hofstede had not yet identified Long-Term Orientation as a separate cultural dimension at 
the time Gray’s model was developed. This dimensicn was incorporated into the model at a cater date 
(Radebaugh and Gray, 1997, pp. 75-81). 


Further, their hypotheses are tested across five Asian—Pacific countries (Australia, 
Hong Kong, Japan, Malaysia and Singapore). They find significant relations 
between income-increasing discretionary accruals and Hofstede’s cultural values 
of individualism (positive), uncertainty avoidance (negative) and long-term 
orientation (negative), which are consistent with their directional hypotheses. The _ 
extent to which these results hold beyond the Asia—Pacific region is an empirical 
question. The relation between culture and income smoothing was not examined. 

‘The ‘current study adds to the literature by examining the relation between 
culture and earnings management across a broad cross-section of countries, and 
by examining two different concepts of earnings management—earnings smoothing, 
and earnings discretion—in addition to an aggregate measure of earnings 
management. It also examines the relative importance of culture and institutional 
factors in explaining international variation in earnings management. Unlike 
Guan et al. (2006), who indirectly (through Gray) develop hypotheses with 
respect to the influence of culture on earnings management, the current study 
directly uses Hofstede’s discussions related to each of the cultural dimensions to 
posit relations between culture and earnings management. 


INFLUENCE OF CULTURE ON EARNINGS MANAGEMENT 


Earnings management has been defined as the use of judgment in financial reporting 
to mislead some stakeholders about firm performance or to influence contractual 
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outcomes (Healy and Wahlen, 1999). Prior research has investigated a variety of 
incentives for earnings management, including to influence stock prices, to increase 
management compensation and to avoid violation of lending covenants. Most of 
these incentives relate to an immediate benefit to be enjoyed, such as a bonus, or 
an immediate harm to be avoided, such as a drop in stock price. Managers can use 
discretion available in accrual accounting to report earnings to achieve certain 
targets, or to avoid reporting small losses. This aspect of earnings management 
generally is associated with income-increasing accruals, and is referred to in this 
study as earnings discretion. 

Another form of earnings management is earnings smoothing (Dechow and ` 
Skinner, 2000), which can be defined as the process of manipulating the time 
profile of earnings to make the reported income stream less variable (Fudenberg 
and Tirole, 1995). Historically, smoothing was undertaken to ensure the distribution 
of dividends in years of poor performance (Buckmaster, 2001). A more recent 
explanation for smoothing behaviour is that it reduces the cost of capital through 
a lowering of the assessment of firm risk, which in turn benefits shareholders 
(Trueman and Titman, 1988). Another explanation is that it serves as a mechanism 
through which management conveys information useful for predicting future 
earnings (Barnea et al., 1976). 

Bao and Bao (2004) suggest, but do not explain, that culture might be a factor 
contributing to the variation in earnings smoothing across countries. The remainder 
of this section discusses the possible relation between each of Hofstede’s cultural 
dimensions and earnings smoothing and earnings discretion.’ 


Uncertainty Avoidance 
According to Hofstede (1984), the fundamental issue underlying uncertainty 
avoidance is whether a society tries to control the future or let it happen. Earnings 
smoothing is an attempt by management to control future reported earnings. 
Earnings smoothing should be more prevalent in societies with high levels of 
uncertainty avoidance. 

Income-increasing earnings discretion can occur as a result of the desire to 
avoid the negative impact likely to arise from, for example, violating debt 
covenants or missing analysts’ earnings forecasts. The impact of these events on 
firm value is likely to be negative but the occurrence and the magnitude of the 
negative impact are uncertain. Higher levels of uncertainty avoidance should lead 


2 It should be acknowledged that Hofstede’s (1980) approach is not without its critics (McSweeney, 


2002; Myers and Tan, 2002). Baskerville (2003) argues that Hofstede did not study culture at all. 
Other large-scale projects have attempted to identify cultural dimensions; most notably Schwartz 
(1994) and the GLOBE study conducted by House et al. (2C04). But these attempts also are subject 
to criticism (e.g., see Smith, 2006, for a critique of the GLOBE project), and none to date has been 
accepted by the cross-cultural research community as a clear successor to Hofstede. 

The use of Hofstede’s dimensions to operationalize the concept of culture has the benefit that 
they have been theoretically linked to accounting phenomena (Gray, 1988). They have been shown 
empirically to be related to cross-national differences in accounting practices (see Doupnik and 
Tsakumis, 2004, for a review of this literature) and experimentally to cross-national differences in 
the application of accounting rules (Tsakumis, 2007). 
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to greater usage of earnings discretion to avoid the uncertainty associated with 
these potentially negative events. 


Individualism 
Arguably, the stakeholder group that benefits most from the stability and long-term 
sustainability of the firm is its employees, although suppliers, customers, investors 
and creditors benefit as well. Hofstede (1980) suggests that in high collectivism 
societies, employees expect organizations to look after them like a family and to 
defend their interests. Reducing the variability in earnings might be viewed as one 
means of meeting this expectation, and therefore earnings smoothing might be more 
prevalent in societies with high levels of collectivism (low levels of individualism). 
To the extent that earnings discretion is used to avoid the instability caused by 
violating debt covenants and/or not meeting analysts’ earnings forecasts, earnings 
discretion also might be negatively associated with individualism. Managers in 
countries with low levels of individualism (high levels of collectivism) might be 
more inclined to use earnings discretion to protect the welfare of the collective 
group of firm stakeholders. 


Power Distance 

There appears to be a direct connection between power distance and earnings 
discretion. ‘In large-power-distance countries, accounting systems will be frequently 
used to justify the decisions of the top power holder(s): they are seen as the power 
holder’s tool to present the desired image, and figures will be twisted to this end’ 
(Hofstede and Hofstede, 2005, p. 259). If this is true, a positive relation should 
exist between power distance and earnings discretion. Subsequent discussion of 
power distance does not reveal any apparent connection between this cultural - 
dimension and earnings smoothing. 


Masculinity 
Masculinity refers to a preference in society for achievement, assertiveness and 
material success. Intentionally dampening earnings in periods when earnings are 
high might be inconsistent with a desire on the part of management to demonstrate 
achievement and success. This would suggest an inverse relation between mesculinity 
and earnings smoothing. On the other hand, the ability to produce stable earnings or 
consistently meet earnings targets might be a more powerful measure of achievement 
and success than reporting higher earnings in a single period. The net influence 
that masculinity might have on earnings smoothing therefore is unclear. 
Hofstede and Hofstede (2005, p. 257) note that in more masculine societies, 
accounting systems stress the achievement of purely financial goals. The use of earn- 
ings discretion to meet earnings objectives is consistent with this emphasis. Earnings 
discretion should be more prevalent in countries with higher levels of masculinity. 


Long-Term Orientation 
Companies in short-term oriented cultures are focused on current earnings, and 
management reward systems emphasize this focus (Hofstede and Hofstede, 2005, 
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TABLE 1 


EXPECTED RELATIONS BETWEEN CULTURAL DIMENSIONS AND TWO CONCEPTS OF 
EARNINGS MANAGEMENT—EARNINGS SMOOTHING AND EARNINGS DISCRETION 











Cultural dimensions Earnings management 

Earnings smoothing Earnings discretion 
Uncertainty Avoidance (UA) positive positive 
Individualism (IND) negative negative 
Power Distance (PD) none positive 
Masculinity (MAS) positive/negative positive 
Long-Term Orientation (LTO) none negative 





p. 219). Given the importance placed on current earnings, in short-term oriented 
societies there might be more use of earnings discretion to accelerate the positive 
effect that managerial decisions have on current profits. 

Intentionally deferring the recognition of income to a future period, as occurs 
in earnings smoothing, is inconsistent with a short-term orientation, and there is 
no apparent reason why managers in high LTO countries would want to smooth 
earnings. Thus, it is difficult to discern a link between the long- or short-term 
orientation of a country and the likelihood that managers in a country would 
engage in earnings smoothing. 

Table 1 summarizes the expected relations between Hofstede’s cultural dimensions 
and the two different types of earnings management. Uncertainty avoidance and 
individualism are expected to influence both earnings smoothing and earnings 
discretion in the same direction. These two dimensions of culture should have the 
strongest relation with the aggregate measure of earnings management. 


DATA AND METHODOLOGY 


The data used to examine the relation between culture and earnings management 
consist of five cultural dimension indices and four earnings management measures 
for a sample of thirty-one countries. In addition, the models include several legal 
institution control variables that have been found in prior research to influence 
the quality of earnings internationally. Following Leuz et al.’s (2003) findings, two 
primary control variables are the Outside Investor Rights and Legal Enforcement 
measures of investor protection. Two additional controls are a measure of the 
strength of securities regulation related to publicly listed companies (Burgstahler 
et al., 2006), and the nature of a country’s legal system. Ball et al. (2000) find 
significant differences in properties of accounting earnings between countries with 
a common law legal system and those with a code law system, and Haw et al. 
(2004) find that a common law legal tradition mitigates earnings management. All 
variables are country-level observations. 
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Table 2 reports the country scores for the relevant cultural dimensions and legal 
institution variables. Indices for Uncertainty Avoidance, Individualism, Power 
Distance, Masculinity and Long-Term Orientation are taken from Hofstede (2001). 
Following Leuz et al. (2003), Outside Investor Rights (OIR) is proxied using La 
Porta et al.’s (1998) measure of ‘antidirector rights’, and Legal Enforcement 
(ENF) is computed as the average of three variables developed by La Porta et al. 
as proxies for the quality of rights enforcement in a country: (a) efficiency of the 
judicial system, (b) rule of law and (c) government corruption. Following 
Burgstahler et al. (2006), Securities Regulation (REG) is measured as the average of 
three variables developed by La Porta et al. (2006): (1) a disclosure requirements 
index, (2) an index of the investor’s difficulty in recovering losses, and (3) an 
index of public enforcement of securities regulations. Legal System (LEG) indicates 
whether a country has a common law or code law legal system, as determined by 
La Porta et al. (1998). 

This study exploits the fact that Leuz et al. (2003) provide the country-level values 
for four measures of earnings management. Table 3 presents those four measures 
of earnings management. They describe the method used to develop their two 
earnings smoothing measures (EM1 and EM2) as follows: 


EM1 is the country’s median ratio of the firm-level standard deviations of operating 
income and operating cash flow (both scaled by lagged total assets). The cash flow from 
operations is equal to operating income minus accruals, where accruals are calculated as: 
(Atotal current assets — Acash) — (A total current liabilities A short — term debt — A taxes 
payable) — depreciation expense. EM2 is the country’s Spearman correlation between the 
change in accruals and the change in cash flow from operations (both scaled by lagged 
total assets). (p. 514) 


Smaller values of EM1 and EM2 signify a higher level of earnings smcothing. 
Austria (EM1) and Greece (EM2) exhibit the highest levels of earnings smoothing, 
while the United States (EM1) and Norway (EM2) have the lowest levels. 

Leuz et al. (2003) indicate that their earnings discretion measures (EM3 and 
EM4) are calculated as follows: 


EM3 is the country’s median ratio of the absolute value of accruals and the absolute value 
of the cash flow from operations. EM4 is the number of ‘small profits’ divided by the 
number of ‘small losses’ for each country. A firm year observation is classified as a small 
profit if net earnings (scaled by lagged total assets) are in the range (0,0.01]. A firm year 
observation is classified as a small profit if net earnings (scaled by lagged total assets) are 
in the range [—0.01, 0]. (p. 514)? 


Larger values of EM3 and EM4 are indicative of higher levels of earnings discretion. 
Germany (EM3) and Indonesia (EM4) have the highest levels of earnings discretion; 
South Africa (EM3) and Norway (EM4) have the lowest. 

To mitigate potential measurement error, Leuz et al. (2003) create an aggregate 
earnings management score by ranking each measure of earnings management 


3 See Wysocki (2004) for an explanation of why scaling absolute discretionary accruals by operating 
cash flows (EM3) is superior to the traditional approach of scaling by total assets. 
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TABLE 2 


CULTURAL DIMENSIONS AND LEGAL INSTITUTIONS 














Country Cultural dimensions Legal institutions 
UA IND PD MAS LTO OIR ENF REG LEG 

Australia 51 90 36 61 31 4 9.51 0.77 0 
Austria 70 55 11 79 31 2 9,36 0.18 1 
Belgium 94 75 65 54 38 0 9.44 0.34 1 
Canada 48 80 39 52 23 5 9.75 0.91 0 
Denmark 23 74 18 16 46 2 10.00 0.50 1 
Finland 59 63 33 26 41 3 10.00 0.49 1 
France 86 71 68 43 39 3 8.68 0.58 1 
Germany 65 67 35 66 31 1 9.05 0.21 1 
Greece 112 35 60 57 42 2 6.82 0.38 1 
Hong Kong 29 25 68 57 96 5 8.91 0.82 0 
India 40 48 77 56 61 5 5.58 0.75 0 
Indonesia 48 14 78 46 42 2 2.88 0.59 1 
Ireland 35 70 28 68 43 4 8.36 0.49 0 
Italy 75 76 50 70 34 1 7.07 0.46 1 
Japan 92 46 54 95 80 4 9.17 0.47 1 
Korea 85 18 60 39 75 2 5.55 0.55 1 
Malaysia - 36 26 104 50 42 4 7.72 0.78 0 
Netherlands 53 80 38 14 44 2 10.00 0.62 1 
Norway 50 69 31 8 44 4 10.00 0.43 1 
Pakistan 70 14 55 50 0 5 3.67 0.52 0 
Philippines 44 32 94 64 19 3 3.47 0.89 1 
Portugal 104 27 63 31 30 3 719 0.55 1 
Singapore 8 20 74 48 48 4 8.93 0.84 0 
South Africa 49 65 49 63 42 5 6.45 0.58 0 
Spain 86 51 57 42 19 4 7.14 0.50 1 
Sweden 29 71 31 5 33 3 10.00 0.45 1 
Switzerland 58 68 34 70 40 2 10.00 0.48 1 
Taiwan 69 17 58 45 87 3 T3 0.64 1 
Thailand 64 20 64 34 56 2 4.89 0.62 0 
United Kingdom 35 89 35 66 25 5 9.22 0.72 0 
United States 46 91 40 62 29 5 9.54 0.97 0 
Notes: 


Culture dimensions (source: Hofstede, 2001, p. 500) 
UA - Uncertainty Avoidance 

IND - Individualism 

PD ~ Power Distance 

MAS - Masculinity 

LTO — Long-Term Orientation 


Legal institutions 

OIR - Outside Investor Rights (source: LaPorta et al., 1998, pp. 1130-1; ‘Antidirector Rights’) 

ENF - Legal Enforcement (source: LaPorta et al, 1998, pp. 1142-3; average of ‘Efficiency of Judicial 
System’, ‘Rule of Law’ and ‘Corruption Index’} 

REG - Securities Regulation (source: LaPorta et al, 2006, pp. 15-16; average of ‘Disclosure 
Requirements’, ‘Liability Standard’ and ‘Public Enforcement’) 

LEG ~— Legal System (source: LaPorta et al., 1998, pp. 1130-1; Common law = English origin; Code law = 
French origin, German origin, Scandinavian origin); Common law = 0; Code law = 1 
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TABLE 3 


EARNINGS MANAGEMENT MEASURES 














Country Earnings smoothing Earnings discretion Aggregate 
EM1 EM2 SMOOTH EM3 EM4 AGGEM 

Australia 0.625 -0.790 6.000 0.450 1.486 4.150 
Austria 0.345 -0.921 30.000 0.783 3.563 28.250 
Belgium 0.526 ~0.831 14.000 0.677 3.571 19.500 
Canada 0.649 -0.759 3.500 0.478 2.338 5.250 
Denmark 0.559 —0.875 18.000 0.526 2.708 16.000 
Finland 0.555 -0.818 12.000 0.517 2.633 12.000 
France 0.561 -0.845 12.500 0.579 2.370 13.500 
Germany 0.510 -0.867 18.750 0.848 3.006 21.625 
Greece 0.415 -0.928 29.500 0.721 4.077 28.250 
Hong Kong 0.451 -0.850 20.000 0.552 3.545 19.500 
India 0.523 -0.867 18.250 0.509 6.000 19.000 
Indonesia 0.481 -0.825 16.500 0.506 7.200 18.250 
Ireland 0.607 -0.788 6.500 0.371 1.667 5.125 
Italy 0.488 -0.912 24.500 0.630 4.154 24.750 
Japan 0.560 -0.905 19.000 0.567 3.996 20.500 
Korea 0.399 ~-0.922 30.000 0.685 3.295 26.750 
Malaysia 0.569 -0.857 13,000 0.578 2.658 14.750 
Netherlands 0.491 -0.861 18.500 0.480 3.313 16.500 
Norway 0.713 -0.722 2.009 0.556 1.235 5.750 
Pakistan 0.508 -0.913 24.000 0.513 2.643 17.750 
Philippines 0.722 0.804 4.500 0.555 2.455 8.750 
Portugal 0.402 -0.911 7.500 0.745 3.000 25.125 
Singapore 0.455 0,882 24.000 0.627 3.000 21.625 
South Africa 0.643 -0.840 8.500 0.297 1.667 5.625 
Spain 0.539 -0.865 16.500 0.514 6.000 18.625 
Sweden 0.621 ~0.764 5.500 0.466 2.568 6.750 
Switzerland 0.473 -0.873 22.500 0.547 5.591 22.000 
Taiwan 0.431 -0.898 25.500 0.646 2.765 22.500 
Thailand 0.602 —0.868 14.500 0.671 3.136 18.250 
United Kingdom 0.574 ~0.807 9.000 0.397 1.802 7.000 
United States 0.765 0.740 1.500 0.311 1.631 2.000 
Notes: 


Earnings smoothing 

EM1 - median ratio of the firm-level standard deviations of operating income and operating cash flow 
(source: Leuz et al., 2003, p. 514) 

EM2 - Spearman correlation between the change in accruals and the change in cash flow from 
operations (source: Leuz et al., 2003, p. 514) 

SMOOTH - average rank of EM1 and EM2 


Earnings discretion 

EM3 ~- median ratio of the absolute value of accruals and the absolute value of cash flow from 
operations (source: Leuz et al., 2003, p. 514) 

EM4 -- number of ‘small profits’ divided by the number of ‘small losses’ (source: Leuz et al, 2003, p. 514) 


Aggregate earnings management 
AGGEM - average rank of EM1, EM2, EM3, and EM4 
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(where 1 = lowest level of earnings management) and calculating the average rank 
across EM1, EM2, EM3 and EM4. Values for this aggregate measure of earnings 
management (AGGEM) are reported in the far right column of Table 3. Higher 
scores indicate higher levels of earnings management. Austria and Greece have 
the highest values on AGGEM and the United States has the lowest. 

Leuz et al. (2003) describe EM1 and EM2 as proxies for earnings smoothing 
and EM3 and EM4 as proxies for earnings discretion. The correlation between 
EM1 and EM2 on an unranked basis is 0.825, which suggests that these variables 
are successful in measuring the same underlying construct. To create a composite 
measure of earnings smoothing, EM1 and EM2 are ranked and combined into the 
variable SMOOTH [(EM1 + EM2)/2]. Values for this variable are reported in 
column 3 of Table 3. Austria and the United States have the highest and lowest 
values, respectively, on this measure. 

While both EM3 and EM4 are measures of the discretion employed by manage- 
ment to affect earnings, conceptually there is some question whether they are 
measuring the same underlying construct. EM3 is a measure of the magnitude of 
accruals, whereas EM4 is a measure of small loss avoidance. The Pearson correlation 
between EM3 and EM4 is only 0.249, which suggests that these two variables are 
measuring different attributes of earnings management. This is supported by 
Dechow et al. (2003), who find that small profits are not necessarily related to the 
magnitude of discretionary accruals. Creating a composite measure of earnings 
discretion from EM3 and EM4 taerefore is not warranted. 

To examine at a general level whether there appears to be a relation between 
culture and earnings management, groups of countries with similar patterns of 
cultural dimensions are identified using cluster analysis, and AGGEM is calculated 
for each cluster. In the main analysis, four different measures of earnings manage- 
ment (AGGEM, SMOOTH, EM3 and EM4) are regressed on five cultural dimensions 
and several legal institutional variables. To avoid potential problems associated 
with the distribution of the data, ranked variables are used in the empirical analysis. 
SMOOTH and AGGEM are averages of ranked variables. 


RESULTS 


Descriptive Cluster Analysis 

The results of a k-means cluster analysis using Hofstede’s cultural dimension indices 
and three clusters are reported in Table 4. Panel A lists the countries comprising each 
cluster ranked (from low to high) according to their aggregate earnings management 
scores. Hofstede (1980) identified nine distinct cultural areas based on the patterns 
of cultural dimensions across countries.* Cluster 1 is comprised of countries that 
are members of what Hofstede described as the Anglo, Nordic and Germanic 
culture areas; Cluster 2 consists of countries in the Asian~Colonial and Less 
Developed Asian cultural areas; and Cluster 3 consists of countries from a variety 
of culture areas, including several More Developed Latin countries. 


+ See Hofstede (1980, p. 336) for the composition of each of nine cultural areas. 
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TABLE 4 


RESULTS OF K-MEANS CLUSTER ANALYSIS USING HOFSTEDE’S CULTURAL 


DIMENSION INDICES AND THREE CLUSTERS 








Panel A: Cluster membership of countries 

















Cluster 1 Cluster 2 Cluster 3 
United States Philippines France 
Australia Malaysia Spain 
Treland Pakistan Belgium 
Canada Indonesia Japan 
South Africa Thailand Taiwan 
Norway India Portugal 
Sweden Hong Kong Korea 
United Kingdom Singapore Greece 
Finland 
Denmark 
Netherlands 
Germany 
Switzerland 
Italy 
Austria 
Panel B: Mean values of Hofstede’s cultural dimension indices by cluster 

Cluster 1 Cluster 2 Cluster 3 p-value 
Uncertainty Avoidance (UA) 49.73 42.38 91.00 .000 
Individualism (IND) 73.87 24.88 42.50 .000 
Power Distance (PD) f 33.87 76.75 60.63 .000 
Masculinity (MAS) 48.40 50.63 50.75 957 
Long-Term Orientation (LTO) 35.80 45.50 51.25 198 
Panel C: Earnings management by cluster 

Cluster 1 Cluster 2 Cluster 3 p-value 
Mean aggregate earnings 12.23 17.23 21.84 011 
management score (AGGEM) 
Tests of differences in AGGEM C1 vs. C2 C2 vs. C3 C1 vs. C3 
between clusters (p-value) (.314) (.563) (.010) 





Panel B of Table 4 reports the mean value on each of Hofstede’s cultural 
dimensions by cluster. The far right column reporting p-values from a one-way 
ANOVA indicates that significant differences exist across the clusters on the 
dimensions of Uncertainty Avoidance (UA), Individualism (IND) and Power 
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Distance (PD). Post hoc comparisons (not tabulated) indicate that each cluster differs 
significantly from the other clusters on each of these cultural dimensions, except 
that Clusters 1 and 2 do not differ with respect to UA. Cluster 1 is characterized by 
relatively low UA, high IND, and low PD. Cluster 2 has relatively low UA, low 
IND, and high PD. Cluster 3 exhibits high UA, medium IND, and medium PD. 

Panel C of Table 4 reports the mean aggregate earnings management score 
(AGGEM) for each cluster, and results of tests of differences in means. The 
countries comprising Cluster 1 have the lowest level of AGGEM and Cluster 3 
has the highest level, and a significant difference exists between these two clusters. 
The mean score for Cluster 2 is not significantly different from either Cluster 1 or 
Cluster 3. The direction of differences in the earnings management scores and 
Hofstede’s indices for Clusters 1 and 3 suggests that earnings management is 
increasing in UA and PD, and decreasing in IND. 


Correlation Analysis 

Table 5 presents Spearman (non-parametric) correlation coefficients between 
the dependent and independent variables. Uncertainty Avoidance is positively 
correlated and Individualism is negatively correlated with each of the measures of 
earnings management. This indicates that earnings management in general, as 


TABLE 5 


SPEARMAN CORRELATION COEFFICIENTS BETWEEN THE DEPENDENT AND. 








INDEPENDENT VARIABLES 
AGGEM SMOOTH EM3 EM4 

Cultural dimensions 

Uncertainty Avoidance (UA) ait 465** .569** .374* 

Individualism (IND) —.509** —.530** —,427** —.389* 

Power Distance (PD) .252 .174 .267 336 

Masculinity (MAS) 122 .099 -~.017 114 

Long-Term Orientation (LTO) .270 298 186 254 
Institutional variables 

Outside Investor Rights (OIR) ~.542** —.411* —.621** ~476** 

Legal Enforcement (ENF) —.291 —.307 ~.204 — 295 

Securities Regulation (REG) ~.395* —.308* ~.409* 300 

Legal System (LEG) 463* 318 489* .393* 











** Correlation is significant at the 0.01 level (2-tailed). 
* Correlation is significant at the 0.05 level (2-tailed). 


Notes: 

AGGEM, SMOOTH, EM3, and EM4 are defined in Table 3. 

Spearman correlation coefficients are based on the ranks of EM3 and EM4. SMOOTH and AGGEM 
are averages of ranked variables. 
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well as the components of earnings smoothing and earnings discretion, is more 
prevalent in countries that are high in Uncertainty Avoidance and low in Indi- 
vidualism. None of the other cultural dimensions is sigrificantly correlated with any 
of the dependent variables. Outside Investor Rights is negatively correlated with 
each earnings management measure, and Securities Regulation is negatively 
correlated with each measure except EM4. Confirming intuitive priors, this suggests 
that earnings management is dampened in countries with stronger Outside Investor 
Rights and stronger Securities Regulation. Aggregate earnings measurement and 
both measures of earnings discretion have a significant positive correlation with 
Legal System. Given the coding scheme used for Legal System (0 = common law, 
1 = code law), a positive correlation indicates that earnings management is more 
prevalent in code law countries. There is no significant correlation between Legal 
Enforcement and any of the measures of earnings management. 


Correlation Among the Independent Variables 

Table 6 presents Spearman (non-parametric) correlation coefficients for the 
independent variables. Among the cultural dimensions, Individualism (IND) is 
negatively correlated with Power Distance (PD) and Long-Term Orientation (LTO). 


TABLE 6 


SPEARMAN CORRELATION COEFFICIENTS FOR THE INDEPENDENT VARIABLES 





UA IND PD MAS LTO GIR ENF REG LEG 
UA 1.000 
IND —.140 1.000 
PD .101 —.570** 1.000 
MAS .049 ASS ~.067 1.000 
LTO —.148 ~.358* 175 -186 1.000 
OIR —.431* 024 .065 094 -—093 1.000 
ENF —.225 .673** —679%* —135 —.036 -.026 1.000 
REG -.506** = -.072 ATT#*  —.067 028 74** = =~189 1.000 
LEG —.148 522**  —,030 215 000 = -.724** .149 -.626** 1.000 





** Correlation is significant at the 0.01 level (2-tailed). 
* Correlation is significant at the 0.05 level (2-tailed). 


Notes: 

UA - Uncertainty Avoidance 
IND — Individualism 

PD ~ Power Distance 

MAS ~- Masculinity 

LTO ~ Long-Term Orientation 
OIR - Outside Investor Rights 
ENF — Legal Enforcement 
REG - Securities Regulation 
LEG ~ Legal System 
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Cultures that rank high in Individualism tend to have less tolerance for organizational 
hierarchies and take a shorter-term orientation toward reaping benefits. Among 
the institutional variables, Outside Investor Rights, Securities Regulation, and Legal 
System are all highly correlated. Common law countries tend to have stronger 
systems for protecting Outside Investor Rights and stronger securities regulation. 

Outside Investor Rights is negatively correlated with Uncertainty Avoidance. 
Countries with low levels of uncertainty avoidance tend to have more rules to 
protect outside investors. Legal Enforcement is negatively correlated with Power 
Distance and positively correlated with Individualism. Higher power distance 
countries and societies low on the individualism dimension have weaker systems 
for enforcing laws. Significant correlation among several of the independent 
variables raises the question whether multicollinearity distorts regression results. 
However, the variance inflation factors for all variables in the regression models 
described in the next section were 3.4 or less, suggesting that multicollinearity is 
not a concern. 


Multivariate Analysis 

Cluster analysis suggests a systematic relation exists between national culture and 
aggregate earnings management across a sample of thirty-one countries. Univariate 
analysis finds significant correlations between the cultural dimensions of Uncertainty 
Avoidance and Individualism and four different measures of earnings management. 
Several institutional variables also are found to be significantly correlated with 
earnings management. OLS multiple regression analysis was conducted to further 
examine the relation between culture, legal institutions and earnings management. 

Table 7 reports the results of rank regression analysis in which the aggregate 
measure of earnings management (AGGEM) serves as the dependent variable. 
Model 1 includes the cultural dimensions only as independent variables. As expected 
and consistent with the correlation analysis, UA is positively related and IND 
is negatively related to AGGEM. The remaining cultural dimensions are not 
significant in this analysis. The adjusted R? for this model is .491. This compares 
favourably with the results obtained by Leuz et al. (2003) that investor protection 
(OIR and ENF) explain 39 per cent of the variation in AGGEM for the same 
sample of countries. Culture explains a significant portion of the variation in 
AGGEM, and has greater explanatory power than investor protection alone. 

Column 2 in Table 7 reports the results of a regression that includes both the 
investor protection and the cultural variables as independent variables. The 
adjusted R? for Model 2 is .644. The coefficients for UA and IND are significant 
and retain their original signs. MAS also is significant and has a positive relation 
with AGGEM. OIR is significant, but ENF is not. 

Securities Regulation (REG) replaces OIR and ENF as an institutional control 
variable in Model 3, and Legal System (LEG) replaces the investor protection 
variables in Model 4. UA and IND are significant in both of these models, and 
LEG is significant in Model 4. Model 5 includes all of the cultural dimensions and 
institutional variables. UA and IND again are significant; only OIR is significant 
among the institutional variables. These results indicate that culture is significant 
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TABLE 7 


RELATION BETWEEN CULTURE AND AGGREGATE EARNINGS MANAGEMENT 
(Rank regression results with AGGEM as dependent variable) 














Variable i Mogel 1 Model 2 Model 3 Model 4 Model 5 

Intercept 10.084 15.635 13.70 2.865 17.666 
(.090) {.017) (.032) (.668) (.068) 

Uncertainty Avoidance (UA) 442 284 .295 .294 .284 
(.001) 1.0177 (.054) (.037) (.051) 

Individualism (IND) —.363 . —.485 —.313 -355 —.487 
(.019) (.003) (.041) (.017) (.006) 

Power Distance (PD) ~.038 O88 135 028 108 
(783) (515) (.438) (.837) (543) 

Masculinity (MAS) 121 198 109 .184 .188 
(.296) (.064) (334) (.116) (.102) 

Long-Term Orientation (LTO) .208 .107 179 189 101 
(.103) (334) (4152) (.119) (385) 

Outside Investor Rights (OIR) —.365 —.379 
- (.003) (.024) 

Legal Enforcement (ENF) "497 210 
(.239) (.247) 

Securities Regulation (REG) ` —.263 —.039 
(129) ` (.830) 

Legal System (LEG) 4.770 -.907 
. (.065} (.776) 

Adjusted R? 491 644 519 541 612 

Notes: 


This table presents coefficients and 2-tailed p-values (in parentheses) from rank regressions with the 
aggregate earnings management measure (AGGEM) as the dependent variable. AGGEM is the 
average of the ranks of EM1, EM2, EM3 and EM4. EM1 is the ccuntry’s median ratio of the firm-level 
standard deviations of operating income and operating cash flow (both scaled by lagged total assets). 
EM2 is the country’s Spearman correlation between the change in accruals and the change in cash 
flow from operations (both scaled by lagged total assets). EM3 is the country’s median ratio of the 
absolute value of accruals and the absolute value of cash flow from operations. EM4 is the country’s 
ratio of the number of ‘small profits’ to the number of ‘small losses’. 


Model 1: AGGEM = b,+ b,UA +b,IND + b,PD + b,MAS + b.LTO + 
Model 2: AGGEM = b, + b,UA + b IND + b,PD + b,sMAS + b,LTO + b,OIR + b ENF + €, 

Model 3: AGGEM = b, + b,UA + b IND + b,PD + bsMAS + b.LTO + b,REG + £; 

Model 4: AGGEM = by + b,UA + b,IND + b,PD + bsMAS + b;LTO + b,LEG + £; 

Model 5: AGGEM = b; + b,UA + b,IND + b,PD + b,sMAS + b,LTO + b,OIR + b,ENF + b,REG + 
b LEG + £; 
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in explaining a substantial portion of the variation in earnings management even 
after controlling for the mitigating effect of investor protection and other institutional 
factors. The results also indicate that in the presence of culture, ENF is not 
significant, which is contrary to the finding of Leuz et al. (2003). 


Earnings Smoothing Results 

Table 8 reports the results of rank regressions in which the composite measure of 
earnings smoothing (SMOOTH) serves as the dependent variable. UA and IND 
are significant in the direction expected in each of the models reported in Table 8. 
Similar to the results obtained for AGGEM, only UA and IND are significant in 
Model 1, which includer only the cultural dimensions as independent variables 
(Adj. R? of .438). UA and IND maintain their significant relation with SMOOTH 
when the investor protection variables are added as controls in Model 2 (Adj. R? 
of .471). OIR is significant in Model 2, but ENF is not. Addition of these two 
institutional variables to Model 2 adds little explanatory power over Model 1 
(Adj. R? of .471 vs Adj. R? of .438). UA and IND are significant in Models 3 and 
4; but REG and LEG are not. When all the institutional variables are included in 
Model 5, only UA and IND are significant. Taken as a whole, the results reported 
in Table 8 suggest that culture has a stronger influence on earnings smoothing 
than do legal institutions. 


Earnings Discretion Results 
Rank regression results examining the relation between investor protection, 
culture, and two measures of earnings discretion (EM3 and EM4) are reported in 
Table 9. Results reported in Panel A of Table 9 show that only UA is significant 
in Model 1 (Adj. R? of .365). Comparing the explanatory power of Model 1 in 
Table 9, Panel A, with the explanatory power of Model 1 in Table 8 (Adj. R? of 
365 vs Adj. R? of .438) shows that culture explains more of the variation in 
earnings smoothing than in the accruals measure of earnings discretion across the 
sample of thirty-one countries. UA, IND, OIR and ENF are significant in Model 
2. Combining investor protection variables with culture increases the model’s 
explanatory power substantially (Adj. R? of .608). The increase in adjusted R? from 
Model 1 to Model 2 is substantially greater for EM3 than for SMOOTH, suggesting 
that the investor protection variables explain more of the variance in EM3 than 
in SMOOTH. This is supported by results of two regressions that contain OIR 
and ENF only as independent variables and SMOOTH and EM3 as dependent 
variables (not tabulated). These two investor protection variables explain 41.8 per 
cent of the variation in EM3, but only 24.6 per cent of the variation in SMOOTH. 
Only UA is significant after controlling for REG in Model 3 and for LEG in 
Model 4. REG and LEG are significant in Models 3 and 4, respectively. Neither 
of these variables is significant in Model 5, in which only UA, IND, OIR and ENF 
are significant. Overall, the results reflected in Panel A of Table 9 indicate that 
there is a significant positive relation between Uncertainty Avoidance and the 
accruals measure of earnings discretion. There is a less stable significant negative 
relation between Individualism and EM3. 
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TABLE 3 


RELATION BETWEEN CULTURE AND EARNINGS SMOOTHING 
(Rank regression results with SMOOTH as dependent variable) 

















Variable Model 1 Model 2 Model 3 Model 4 Model 5 

Intercept 14.277 18.883 15.412 10.375 21.599 
(043) (.032) (.047) (216) (.095) 

Uncertainty Avoidance (UA) .428 .309 .382 .348 377 
(.004) (.050) (.043) (.045) (.054) 

Individualism (IND) ~.494 —.565 —.478 —.490 ~.609 
(.008) (.009) (.013) (.009) (.010) 

Power Distance (PD) —.169 —.090 —.115 —.134 ~.160 
(.295) (.627) (.589) (.424) (504) 

Masculinity (MAS) 135 184 131 169 183 
(219) .194) (342) (.238) (.230) 

Long-Term Orientation (LTO) .208 .139 .199 198 136 
(.161) {.358) (.192) (.186) (.388) 

Outside Investor Rights (OIR) —.267 ~.359 
(.085) (.102) 

Legal Enforcement (ENF) —.090 140 
(.620) (.562) 

Securities Regulation (REG) —.082 .105 
(.691) (.667) 

Legal System (LEG) 2.578 -1.611 
(.408) (.707) 

Adjusted R? 438 AT) 418 431 432 

Notes: 


This table presents coefficients and 2-tailed p-values (in parentheses) from rank regressions with 
SMOOTH as the dependent variable. 

SMOOTH is the average of the ranks of EM1 and EM2. EM1 is a country’s median ratio of the firm- 
level standard deviations of operating income and operating cash flow (both scaled ty lagged total 
assets). EM2 is a country’s Spearman correlation between the change in accruals and the change in 
cash flow from operations (both scaled by lagged total assets). 


Model 1: SMOOTH = by + b,UA + b,IND + b,PD + bsMAS + b;LTO + £; 

Model 2; SMOOTH = by + b;UA + b,IND + b,PD + b,MAS + b;LTO + b,OIR + b,ENF + £; 

Model 3: SMOOTH = by + b,UA + b,IND + b;PD + bsMAS + bsLTO + bsREG + €; 

Model 4: SMOOTH = b, + b,UA + b,IND + b,PD + bsMAS + b,LTO + bLEG + £ 

Model 5: SMOOTH = by + b,UA + bjIND + b,PD + b,MAS + b.LTO + b,OIR + b,ENF + bsREG + 
byLEG + §; 


Panel B of Table 9 reports the results related to EM4, the small loss avoidance 
measure of earnings discretion. Culture explains a much smaller percentage (21 
per cent) of the variation in EM4 than in the other measures of earnings management, 
with UA the only significant variable in Model 1. Neither UA nor IND is significant 
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TABLE 9 


RELATION BETWEEN CULTURE AND EARNINGS DISCRETION 





Panel A: Rank regression results with EM3 as dependent variable 








Variable Madel 1 Model 2 Model 3 Model 4 Model 5 

Intercept 8.018 13.247 13.480 —1.184 19.653 
£295) (.090) (.095) (.893) (092) 

Uncertainty Avoidance (UA) 551 350 .330 364 349 
301) (.017) (.092) (.049) (.049) 

Individualism (IND) ~.280 —.515 —.203 —.270 —.518 
(.154) (.009) (.287) (151) (.015) 

Power Distance (PD) 025 251 .286 .108 319 
(.890) (138) (.208) (.542) (.147) 

Masculinity (MAS) .033 164 015 113 133 
(.827) (202) (917) (.454) (329) 

Long-Term Orientation (LTO) 170 011 156 146 007 
(.302) (.938) (.126) (353) (.959) 

Outside Investor Rights (OIR) —.490 ~531 
(.001) (.010) 

Legal Enforcement (ENF) 402 443 
(.057) (.051) 

Securities Regulation (REG) —.396 ~129 
(.078) (558) 

Legal System (LEG) 6.080 ~2,843 
(.074) (.464) 

Adjusted R? 365 608 420 422 585 





Panel A presents coefficients and 2-tailed p-values (in parentheses) from rank regressions with the 
rank of EM3 as the dependent variable. 
EM3 is a country’s median ratio of the absolute value of accruals and the absolute value of cash flow 


from operations. 


Model 1: EM3 = by + b,UA + b,IND + b-PD + b,MAS + bsLTO + &; 
Model 2: EM3 = by + b,UA + BIND + b-PD + b,MAS + bsLTO + b,OIR + b,ENF + & 


Model 3: EM3 = b + b, UA + b,IND + b-PD + bsMAS + b,LTO + bREG +£ 
Model 4: EM3 = by + b,UA + b,IND + b-PD + bsMAS + bsLTO + bLEG + & 


Model 5: EM3 = by + b UA + b,IND + b3PD + bsMAS + b,LTO + b,OIR + b;ENF + bgREG + boLEG +£; 
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TABLE 9 


(CONTINUED! 





Panel B: Rank regression results with EM4 as dependent variable 








Variable Model 1 Model 2 Model 3 Model 4 Model 5 

Intercept 3.765 11.587 19.508 -8.104 7.814 
(.656) (.246) {.228) (397) (.592) 

Uncertainty Avoidance (UA) 360 165 .086 118 .035 
(.042) (354) (.679) (541) (.870) 

Individualism (IND) —.186 ~.284 —.091 ~173 —.212 
(.388) {.230) (.659) (.388) (.409) 

Power Distance (PD) 163 277 486 271 432 
(415) (.201) (.056) (.166) (.128) 

Masculinity (MAS) .182 253 (.159) .285 253 
(283) (.128) (.317) (.089) (.154) 

Long-Term Orientation (LTO) 246 140 192 215 141 
(.182) (.431) (.270) (.210) (.438) 

Outside Investor Rights (OIR) —.432 —.267 
(.021) (285) 

Legal Enforcement (ENF) 144 117 
(.551) (.674) 

Securities Regulation (REG) —.489 —.235 
(.049) (.408) 

Legal System (LEG) 7.843 2.437 
(.036) (.625) 

Adjusted R? 214 .335 .306 321 312 





Panel B presents coefficients and 2-tailed p-values (in parentheses) from rank regressions with the rank 
of EM4 as the dependent variable. 
EM4 is a country’s ratio of the number of ‘small profits’ to the rumber of ‘small losses’. 


Model 1: EM4 = by + b,UA + b,IND + b,PD + b,MAS + b;LTO+ £; 

Model 2: EM4 = by + b,UA + b,IND + b;PD + bsMAS + b,LTO + b,OIR + b ENF + &; 

Model 3: EM4 = by + b,UA + b,IND + b,PD + bsMAS + b, LTO + b,REG + & 

Model 4: EM4 = by + b,UA + b,IND + b,PD + bsMAS + b,LTO + bsLEG + £; 

Model 5: EM4 = by + b,UA + b,IND + b,PD + b,MAS +b,LTO + b,OIR + b,ENF + bsREG + b,LEG +£; 


in any of the models that include institutional variables. Power Distance (PD) is 
significant in Model 3, and Masculinity (MAS) is significant in Model 4. None of 
the cultural dimensions or institutional variables is significant in Model 5. The 
inconsistent pattern of significant results and relatively small adjusted R’s across 
the various models reported in Panel B of Table 9 suggest that neither culture nor 
legal institutional factors explains much of the variation in EM4. 
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This study finds that culture is a significant explanator of differences in earnings 
management across a broad cross-section of countries. This relation is especially 
strong with respect to an aggregate measure of earnings management, and is 
much stronger for earnings smcothing than for earnings discretion. 

A directional relation was posited between earnings discretion and each of 
Hofstede’s cultural dimensions. However, with the possible exception of Uncertainty 
Avoidance, this study finds no significant relation between culture and earnings 
discretion. Uncertainty Avoidance is the only cultural dimension exhibiting a 
relatively consistent significant relation with the accruals measure (EM3) of earnings 
discretion. Culture does not appear to be significantly related to the small loss 
avoidance measure (EM4) of earnings discretion. Given the relative lack of relation 
between culture and earnings discretion, it appears that the strong relation found 
between culture and the aggregate measure of earnings management is driven by 
its earnings smoothing component. 

Culture’s influence on earnings smoothing operates primarily through the 
dimensions of Uncertainty Avoidance and Individualism. Consistent with expecta- 
tions, earnings smoothing is found to be increasing in Uncertainty Avoidance and 
decreasing in Individualism. Societies with a strong desire to avoid uncertainty 
have more need to control the future and earnings smoothing is consistent with 
this desire. Earnings smoothing also appears to be consistent with a desire to protect 
members of the in-group in countries with high collectivism (low individualism). 

The expected direction of influence Masculinity might have on earnings 
smoothing was unclear, and this cultural dimension was not significant in either 
the correlation or multivariate analysis. As expected, Power Distance and Long-Term 
Orientation also were not significant in explaining the variation in the smoothing 
component of earnings management. 

Prior research examining cross-national variation in earnings management has 
been concerned with identifying institutional factors that inhibit earnings management. 
This study has attempted to explain this variation from the opposite direction, 
focusing on culture as a possible cause.of international differences in earnings 
management. The findings add to the literature investigating international differences 
in earnings management and suggest that culture is a potentially important factor 
that should not be overlooked. At a minimum, culture should be viewed as a control 
in future research. Leuz et al. (2003) find two measures of investor protection 
(Outside Investor Rights and Legal Enforcement) to be significant explanators of 
earnings management. However, when the effects of both investor protection and 
culture are considered together, legal enforcement loses its significant explanatory 
power. The strength with which a country enforces legal rights appears to be 
subsumed by culture as an explanator of earnings smoothing. 

This study also adds to the literature investigating the influence of national 
culture on international differences in financial reporting. The relatively strong 
relation found to exist between earnings smoothing and culture suggests that 
smoothing might be a fundamental accounting measurement practice that is 
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culturally determined. In terms of Gray’s model, as presented in Figure 1, earnings 
smoothing would be one aspect of ‘measurement’ in the accounting systems box. 
However, there does not appear to be a good link between any of Gray’s accounting 
values (authority, enforcement, secrecy or conservatism) and earnings smoothing. 
The accounting value generally linked with measurement is conservatism, but 
conservatism does not provide a particularly good explanation for earnings 
smoothing. Indeed, earnings smoothing is inconsistent with conservatism in that 
smoothing results in earnings being intentionally overstated in some years. 

The notion that earnings smoothing is a culturally determined measurement 
practice that is not well explained by Gray’s accounting values suggests that there 
is a fifth accounting value that might be labeled ‘stability’. It could be argued that 
cross-national differences in the cultural dimensions of uncertainty avoidance and 
individualism lead to systematic differences in the strength with which countries 
wish to present accounting information that is stable over time. This desire for 
stability manifests itself in the accounting system through the measurement of 
earnings to make reported earnings less variable than they otherwise would be, 
that is, earnings smoothing. Variations across countries in the accounting value of 
stability result in cross-national variations in earnings smoothing. 

This study was based on a sample of thirty-one countries and the results might 
or might not be generalizable to a broader representation of countries. Although 
most of the countries with large securities markets were included in the sample, several 
large-market Latin American countries were not. Future research might investig- 
ate the extent to which culture affects earnings management in that part of the world. 
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EDITORIAL UPDATE; REVISITING CHAMBERS AND BRILOFF ON 
ACCOUNTING—CORRESPONDENCE, 1964-1993 


EDITORIAL 


This is my last scheduled sole-authored editorial, as it is the final issue comprising 
all papers submitted and accepted under the previous manual process. Issues in 
2009 will entail papers administered under both the old and the new electronic 
submission processes. Editorials in 2009 will be written jointly by Stewart Jones 
and myself. The March 2009 editorial will describe the Editorial Board structure 
that will operate from 2009. , 

This editorial comprises two parts. The first outlines the main features of the 
papers of this issue; the second draws upon a thirty-year correspondence between 
the two accounting iconoclasts, Ray Chambers and Abe Briloff (part of the 
Chambers Collection database) to return to a matter briefly canvassed in an 
earlier editorial (June 2002). 

The current issue begins with Fleischman et al.’s “The Search for Standard 
Costing in the United States and Britain’, which provides a reassessment of the 
relationship between the understanding and practice of standard costing in both 
the U.S. and the U.K. Based on a detailed review of the post-World War H 
literature, the conventional wisdom that the U.K. lagged behind the U.S.A. in its 
adoption of standard costing practice is questioned. 

Umashev and Willett’s case study, ‘Challenges to Implementing Strategic 
Performance Measurement Systems in Multi-Objective Organizations’, examines 
the implementation of the balanced scorecard in a local government authority. 
Using interview data, relevant success/failure factors are ‘identified. Scorecard 
measures are found not to have effectively cascaded to lower levels of the 
organization. Specific reasons why this occurred are noted. Another case-study 
follows. Ellwood’s ‘Accounting for Public Hospitals: A Case Study of Modified 
GAAP?’ revisits Hines’ (1988) notion that ‘accounting constructs reality’. Such 
‘accounting-constructed reality’ is shown to have ‘real’ consequences through the 
NHS control regime and in how the hospital’s financial position is portrayed to 
the public. 

The issue then switches to the survey-based work of Kyj and Parker, ‘Antecedents 
of Budget Participation: Leadership Style, Information Asymmetry, and Evaluative 
Use of Budget’. Using path analysis, the authors conclude that ‘superiors encourage 
participation when budget goals are used in the performance evaluation of sub-. 
ordinates’. The implication is that budget. participation ‘may mediate the relation 
between the evaluative use of a budget and work outcomes that prior research has. 
linked to organizational justice’. 

The issue ends as it began with an accounting history paper, with Jones 
examining “The Dialogus de Scaccario (c.1179): The First Western Book on 
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Accounting?’. Rather than focusing on an early treatise on double-entry bookkeeping, 
this piece examines an antecedent, namely, what is believed to be the first 
Western book on charge/discharge accounting. It is posited that the origins of 
such accounting appear to have been in the English Exchequer. 


Chambers and Briloff ‘On Accounting’ 

This second part of the editorial discusses a thirty-year set of correspondence 
between two of the most ardent critics of conventional accounting in the second 
half of the twentieth century—the founding editor of Abacus, Ray Chambers, and 
the City University of New York’s Abe Briloff. It revisits an earlier editorial that 
had analysed extracts from only a few letters between these two critics. There, the 
focus was on the likely efficacy of accountants adopting Briloff’s three I’s— 
Independence, Integrity and Intrepidity—in mitigating what both men had agreed 
were the defects of conventional accounting. While the earlier exercise had 
canvassed their idiosyncratic perspectives on how accounting reforms should 
progress, what follows here places that in the context of a wider set of letters 
passing between the two. 

The letters are part of the publicly accessible hard copy and digitized archive, 
the Chambers Collection (part of the University of Sydney Archives Unit, USA 
P202). That collection is now included and is accessible, along with several digitized 
accounting databases, through the auspices of a joint EAA/AAA project, known 
as GADAN.' Examining these letters highlights the potential for using such 
databases for accounting historians seeking ideas, and for gaining additional 
insights into how one might resolve accounting’s recurring problems. Such an 
approach to developing the narrative in accounting history may mitigate some of 
Taleb’s (2007) concerns with interpreting history. 

Revisiting the views of Chambers and Briloff is apt, for the dominant themes of 
the 1950s and 1960s accounting problems have resurfaced as recurring and 
contemporary features of today’s corporate financial shenanigans. Consider, for 
example, the fallout from collapses like Enron and WorldCom in the U.S. and 
(say) HIH in Australia, and the more recent revelations in the aftermath of 
the 2007-08 sub-prime credit crisis world-wide (e.g., Clarke and Dean, 2007). 
Accounting (especially its fair value variant) is said by some commentators to be 
a major reason for the crisis facing many financial entities. From what follows, it 
is likely Chambers and Briloff would see it differently. Chambers would applaud 
a ‘fair value’ accounting of a kind that ‘tells it as it is, warts and all’, while Briloff 
would claim that, irrespective of the accounting system in play, some of the recent 
sagas may have been avoided if corporate officers and accountants had adopted 
his three I’s. 

The essence of the Chambers’ and Briloff correspondence coincides with the 
latest conceptual framework and related deliberations by international standards 


' The digitized version of the Chambers Collection is available at http://chamberslibrary.econ.usyd.edu.au. 


It has recently been updated and is more user friendly, with several interactive tutorials on the 
website. Information about this is contained in the detailed anncuncement at the back of this issue 
of the journal. 
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TABLE 1 





Book/article title Date/details 





Chambers ‘Accounting Information and the Securities Market’ Abacus, September 1965 


Accounting, Evaluation and Economic Behavior Prentice-Hall, 1966 
Securities and Obscurities: A Case for the Gower Press, 1973 
Reform of the Law of Company Accounts 
‘Observation as a Method of Inquiry’ Abacus, June 1974 
Briloff ‘Needed: A Revolution in the Determination and Tae Accounting Review, May 1964 
Application of Accounting Principles’ 
The Effectiveness of Accounting Communication Frederick A. Praeger, 1967 
More Debits Than Credits Harper & Row, 1972a 
The Truth About Corporate Reporting Harper & Row, 1972b 





setters.’ Table 1 provides the context of some of the major published works of 
these two critics. 

By way of background it is noted that while corresponding for such a lengthy 
period, Chambers and Briloff only met on a few occasions. They shared a Gesire 
to rid accounting of its solecisms and to seek reforms through (corporate) 
case-based research that was also rigorously theorized.’ Their letiers reveal a 
shared joy in exploring the products of each other’s works. To this end Chambers’ 
(letter, 8 December 1967) is apposite: 


Your writing has a ‘bite’ which I relish, apart from my interest in your project [Briloff’s 
PhD, The Effectiveness of Accounting Communication] ...[And later in that letter] Thank 
you for the copy of your book... My warmest congratulations on a pungeat, forthright 
and fearless effort to point in the direction of professional 2xcellence. Your book seems 
to be in the best spirit of academic independence and analysis. Some may feel you write 
with too much passion. But I have always felt that passion is some evidence of conviction, 
of a sense of urgency, or of a sense of the importance one attaches to the object about 
which it is displayed. It provides a great relief from the dispassionate, inconclusive 
maunderings which many seem to affect. (USA P202, #2303) 


Briloff’s approbation for Chambers’ ideas was equally strong: 


I cannot conceive of a more flattering commentary than your observation that my views 
are ‘in harmony with much of your own thinking’. Your comment regarding my style of 
writing (and speaking) which takes on the mood of a Jeremiah is most perceptive and 
sensitive; I do try to curb it somewhat—but then the magnitude and pervasiveness of 
the dilemmas which confront our profession and mankind generally overcome me and 
the ‘passion’ becomes apparent. Pm pleased that this mood or style met with your 
approbation ... Again I do appreciate the approbation expressed in your letter (of the 
20th February), especially as it comes from you. (USA P202, 28 February, 1968; #2305) 


The June 2008 issue provided several articles on these deliberations, including Whittington (2008) 
and Ronen (2008). 


3 This is best illustrated through their case-based books, Chambers’ Securities and Obscurities (1973) 
and Briloff’s More Debits Than Credits (1972a). 
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And, in a letter of 27 January 1970 written upon receipt of a copy of Chambers’ 
Accounting, Finance and Management (1969), Briloff notes: ‘I shall cherish this 
volume not only for its special sentimental value but also because it gathers into 
one place, into something of a watershed, the important, sincere, sensitive deliberations 
of one of our beloved profession’s great scholars’ (USA P202, #3104). 

Chambers provides further evidence of their mutual respect: ‘As I told you by 
telephone I was honoured indeed to have you think of me as a potential incumbent 
of the Emmanuel Saxe Professorship. It is my belief that the kind of work you and 
I are doing is the only kind which is really worthy of description as empirical 
research. I was almost walking on air to think we might have the opportunity of 
working in the same vicinity for a while’ (27 April 1973; USA P202, #4501).* For 
several family and other reasons noted in that letter, Chambers did not take up 
this offer. Following Taleb’s (2007) thoughts on historical ‘cause and effect’ in his 
The Black Swan, one can only ponder what might have been the impact on 
accounting thought and practice had these two like-minded icons worked together 
in the same university. 

Upon receiving and reading The Truth About Corporate Reporting, Chambers 
again is effusive in his praise of Brilcff’s work: 


The indomitable spirit with which you continue to attempt to clean up the Augean stables 
of our profession, in spite of your present handicap [blindness], commands my deepest 
admiration. Investigative wr-ting in the style of your books demands, as I know, con- 
tinued familiarity with emerging detail, indefatigable patience and an unwavering sense 
of direction. Your trilogy (so far! Is there more to come?) bears the indelible marks of these 
things. What is both more, tke help you acknowledge is, I suspect, an expression of both 
personal devotion to you and of fond admiration of your fearless advocacy of a more 
discriminating and serviceable ethic. 

I’ve enjoyed your past exploits for the variety of game you’ve hunted, for your sureness 
of aim, and for the Puckish wit that disguises a stinging barb. PH look forward to the same 
pleasure from your latest. (USA P202, #7678) 


One can summarize some aspects of the thirty years of correspondences between 
Chambers and Briloff, which are also classified somewhat in Table 2.5 Serendipity 
certainly played a role in the relationship. Briloff’s introductory letter (20 May 
1964; USA P202, #1562) followed Chambers’ global exposure of accounting’s 
problems in his 1950s and early 1960s articles. Within a few years Briloff would 
(as noted) refer to Chambers as ‘one of the beloved profession’s great scholars’. 
The two critics shared many views—particularly that accounting thought and 
practice were in need of reform; both used case anomalies (illustrative of the way 
accounting was used) to highlight accounting defects. Case studies were perceived 
by each of them as the ultimate in ‘empirical research in accounting’; both used 
passionate language in proposing reforms; they viewed the standard setting 


4 Of course others would dispute the ‘empirical research’ claim. Consider Anderson and Leftwich’s 


1974 review of Chambers’ Securities and Cbscurities and Chambers ‘Trial and Error’ retort in the 
same issue of JAR. 


The letter summaries (and same complete letters) are available by searching the Chambers 
Collection. 
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TABLE 2 








Topic Chambers Collection item #s Letter dates 





Introductory letters 1502; 1563; 1564; 1565; 1566; 20/5/64; 26/5/64; 1/6/64; 15/6764; 3/5/65; 


and Briloff’s PhD 1567; 2302; 2303; 2304; 2305; 10/5/65; 24/11/79; 8/12/67; 20/2/68; 28/2/68; 
2306; 2307; 3105; 3106 12/3/68; 3/4/68; 2/2/70; 27/4/70 

Accounting reform 3767; 3768; 5066; 5067; 5068; 30/10/72; 9/11/72; 1/7/77; 13/7/77, 1/8/77; 

proposals 5982; 7683; 7685; 7398 5/8/80; 17/5/83; 3/2/93; 24/2/93 

Observations on 5770; 5787; 5788; 5911; 5981; 21/2/79; 5/3/79; 22/3/79; 27/11!79; 7/12/79; 

accounting standard 7678; 7680; 7682 18/6/81; 12/10/82; 17/2/83 

setting 

Personal reflections 3104; 4051; 4052; 4903; 4910; 27/1/70; 17/4/73; 24/4/73; 2/8/76; 10/8/76, 
5910; 7679; 7681; 7684 25/10/79; 25/8/82; 29/11/82; 4/12/91 





process as inadequate and unlikely to lead to a resolution of existing problems 
due, inter alia, to special pleading, lack of a sound theoretical base, and a failure 
to settle on commercially based principles. 

But there were differences. 

Chambers felt that a serviceable accounting system that would recognize 
accounting as a language and simultaneously as a communication device was 
definitely possible. He perceived a need for specific rules to underpin the system. 
Briloff was unconvinced on this score. For him the solution lay in ensuring that 
accountants returned to their professional roots, adopting professional qualities 
he had named independence, integrity and intrepidity. 

This is captured in the extracts from the Chambers—Briloff correspondences of 
early 1979 reproduced below. 


Chambers to Briloff, 21 February 1979 


You will not (yet) share my view that we are past the time when ‘many flowers should 
bloom’. I am reminded of a Biblical story of a man that grew wheat and weeds; but when 
the harvest time came the weeds were burned! I think the profession has reached the time 
when the rubbish must be culled and burned. You have been a master at identifying 
weeds. Yet you still seem to believe that the cultivators of weeds in the past will not go 
on cultivating them in the future. The past 20 litigious years surely evidence that they will. 

I have no more confidence than you in the possibility of getting good standards from 
the FASB or any other professional body through the exposure and hearings processes 
which are commonly followed. Those processes appear to be like open debates, even 
something like judicial inquiries. But the appearance is illusory. The drafts are drawn 
with the fear of rejection heavy on the necks of the draftsmen. And the hearings are 
mostly of persons or institutions with special interests to plead. The Board for its part 
seems to lack any sense of the principles by which reasoned conclusions may be reached. 
If you read its exposure drafts, for example, you will find they say: ‘Some observers think 
... The Board is of the opinion ...’. Not a sign of argument. The same applies to a great 
deal of professional (and, indeed, academic) writing. If the Board were to give reasons 
for and against, its conclusions would be more ‘open’ and more like judicial proceedings 
(or scientific proceedings) than they are. 
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It is this plethora of ‘non-argument” that forces me to the conclusion that standards 
must be specific, and specified. Financial dealings may be different as between firms; but 
their elements are all the same. There will be no disciplined accounting, and no effective 
disciplining of accountants (by their own professional bodies or otherwise) until that is 
recognized. Basically, financial statements are linguistic. If by the same basic words and 
numbers they do not mean the same thing, they are farcical. I have no more objection to 
companies explaining what they have done than I have to users of the language using 
their own words and phrases. But when words and numbers can mean virtually anything, 
they convey no useful message. (USA P202, #5770) 


Briloff to Chambers, 5 March 1979 


I concur with everything you say in your letter, excepting possibly for the ultimate 
response to the dilemmas confronting our profession. 

As you know I despair at the way in which the FASB has been pursuing its tasks. I am now 
convinced more than ever that the Board is a perfect example of the Peter Principle at work. 

With each successive promulgation I find the Board sinking further and further in the 
quagmire; the Exposure Draft on Inflation Accounting, in my view, puts the Stamford 
Think Tank to the very bottom of the pit. But their experience tells me they will dig 
themselves another bottom somewhere, somehow. It will not be easy for them to do so— 
but I have faith in their ability to find an even lower nadir. 

Ironically I concur most in your assertion tkat, ‘Basically, financial statements are 
linguistic.’ They are naught but communications media. It is precisely because I believe this so 
intensely that I am adverse to zhe concepts of ‘uniformity,’ or ‘certitude’ in our pursuit. 
We cannot, as I view it, presume that all situations, however similar they might be in most 
respects, could be described with the same words. The particular words might be entirely 
appropriate in most cases, they will noi necessarily communicate truthfully and fairly in 
all instances. It is, then, when tke circumstances do not especially fit the Procrustean Rules 
that I would want the independent auditor, on the strength of his credentials, integrity 
and intrepidity to use the ‘words’ which he deems to be most appropriate—and to tell why. 

I maintain this is the precept presumed to prevail for all other linguistically-based 
disciplines—that of the historian, law, the judicial process, theologian, psychiatrist, et al. 
And my readings in the Philosophy of Science inform me that even in the physical 
sciences there is a tolerance afforded to the scientist to determine the words (sometimes 
also the numbers) he will opt for in a particular experiment. He is, of course, expected 
to describe the ways in which he pursued his corrse and, if challenged by his colleagues, 
justify the particular words (and numbers). He may, of course, be proven wrong—but if 
he pursued his professional course with independence, integrity, competence and 
intrepidity, his right even to err, should be upheld. You may recall that I discoursed most 
extensively on this theme in my The Effectiveness of Accounting Communication (1965, 
1967). It is not that I want to relive or justity my traditional views—it is just that 
developments of the past decade seem to confirm the appropriateness of that earlier writing. 

In short, since I do not believe anybody (private, public, academic) is endowed with 
sufficient wisdom to decree truth absolutely I must leave the responsibility for 


€ This point is forcefully made in another of Chambers’ letters (12 October 1982; USA P202, #7680): 
‘I was, for less than a year, a member of the Australian profession’s Accounting Standards Board. 
But I resigned recently, out of a conviction that nothing was likely to emerge from the Board’s 
processes that was free of the stamp of reactionary inertia or immaturity. I’m content to let history 
be the judge of things—and I'm increasingly confident that some day there’ll be a switch from 
conventionalism to a more tightly reasoned body of rules. I have been continually amazed, 
even amused, by the frequency and persistence of sloppy arguments, lacunae, solecisms and 
unsupported assertions in the pas: kistory of accounting thought. It can only get better, but it will 
be after my time, I suspect.’ 
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interpretation and communication in the particular instance to someone. And here I 
come back to Square One—I want to put the burden ard the glory on to the shoulders 
of the Independent Auditor with his presumptive Independence, Integrity, and 
Intrepidity. I have deliberately capitalized each of these qualities—to add emphasis to 
each of them. This responsibility must be presumed to exist within the framework of a 
professional discipline possessed of a well developed and constantly developing 
intellectual infrastructure; the professional calling must be committed to the effective 
disciplining of those who had ‘fouled its nest.’ 

So it is that I am not scattering a lot of seeds to the wind so as to ‘let many flowers 
grow’ at random. Instead, I want a well nurtured garden, aesthetically attractive (with 
beauty and truth). I am not so naive as to expect a Gardzn of Eden—on the other hand 
I do not foresee a Sodom. (USA P202, #5787) 


Chambers to Briloff, 22 March 1979 


I agree with many of the observations (and some of the expectations) of yours of March 
5. But I would like to pursue a matter on which you are obviously not convinced. 

The qualities of independence, integrity and intrepidity are admirable personal 
qualities—of auditors, and everyone else. What is specific to auditors, however, is not 
these things, but a particular skill with numerical and verbal symbols. That is 
fundamentally what is wrong with the profession. An auditor may have the three ‘Ts’, in 
some sense, and still do a bad job because he doesn’t understand the job. For that I 
believe several generations of teachers are to blame (though the fault lies not only there). 
If we teach people that they can aggregate dissimilar quantities; that they can mix past, 
present and future statements; that they can mix fact with opinion—they will 20 away and 
do all those fallacious things, with the best of intentions, and still do an unreliable job. 

One of our differences, I think, lies in your preoccupation with abstract ideals, 
something after the style of Platonic philosophy. Your letter refers several times to 
‘truth’. But it’s very difficult to say what truth is, in the abstract. I think I have heard you 
say, or seen you write, something which frankly admits that: one cannot perhaps sey what 
is ‘good fish’, but he certainly can say what is ‘bad fish’. I: is quite possible to say that a 
specific statement is a true statement without getting into any argument about ‘what ts 
truth’; steps accepted as the means of distinguishing true statements from false statements. 

I agree that every man may clothe his utterances in words of his own choice. But 
communication rests on cognitions shared by the speaker and his audience; if he is to 
convey any message, his freedom of choice is thus restr-cted, disciplined, by what his 
audience can grasp. When a magician saws a young lady in half, we know he is doing 
something else altogether; we (the audience) know it is an illusion. And yet it is, if the 
aggregation is logically improper. The accountant and the auditor do not think it is an 
illusion, because they have been taught that it is a quite proper thing to do. They have 
been deluded into asserting that something is the case at a specific date when it is 
certainly not the case. They have learned an ‘unskilful skill’ or an ‘unserviceable skill’. 

It requires no great endowment of wisdom to assert that the result is ‘bad fish’. I have 
no special wisdom in this matter (or any other) by virtue of which I hold categorically that 
it is false to mix statements of different dates and to represent the result as if it were an 
aggregate statement relating to a quite specific date. I have no hesitation in asserting that 
everyone (except accountants, and even they, in other contexts than accounting) would 
agree that to do so is false. That is the kind of uniformity (shared cognition) that I have in mind; 
not the merely superficial differences in words and phrases as between people or companies. 

I am thoroughly convinced that the confused state of accounting is due to flaws in the 
fundamental processes and presumptions—not in the words or phrases used in financial 
statements, but in the very ways that the quantities (money amounts) are derived and put 
together. You will find some observations to the point in paragraphs 4.36—4.38 of the 
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[1978 N.S.W. Accounting Standards Review Committee] Report I sent. Until accountants 
have established the linkages between specific kinds of information and their specific uses 
(separately or in combination), it cannot be claimed that their processes are ‘disciplined’, 
and the prospect of weeds over-running the garden will persist. To follow another of your 
metaphors, to identify as ‘squaze-one’ the burden you impose on auditors is, I think, to 
mistake ‘square-98’ for ‘square-one’. ‘Square-one’ is where the game begins—with 
fundamentals of the whole superstructure. (USA P202, #5788) 


Truth in Reporting—a Matter of the Principles of Accounting or of Accountants? 
What are we to glean from these musings? Both in regard to the individuals and 
their prospects for accounting? 

While the letters throughout this period are very friendly in tone there is an 
occasional hint of tension. Interestingly, while Chambers sought input in the form 
of submissions from Briloff in his early administrative Abacus days, Briloff sub- 
mitted only an occasional pap2r. None were published. Indeed, the extracts above 
contain the shadows of unease. This is evident in the differing ways each per- 
ceived possible progress in redressing accoun-ing’s defects. 

In a letter of 27 November 1979, Cnambers describes the nub of the problem 
the two critics addressed. 


The record of unbridled ‘free enterprise’ is not all lily white. Neither is it dirty black. But 
we have found no way of preventing it from procuring oppression other than by some 
intervention—public or governmental. You and I have no muscle; sorry, we have some 
muscle, but no leverage. No Congress, no leverage. I am a moderate interventionist; I 
think you are too. I suspect that all I really want is that the legislature shall put some teeth 
into the words ‘fairly present’, or as we say in this country ‘give a true and fair view of’, 
net income and financial position. If that were dane, it would be all that needs to be done. 
That would be the limit of governmental intervention in my view. After that, 
performance could be monitored, through the courts if necessary. 

What I take exception to is the strong antipathy of the profession to what it calls the 
bureaucracy—meaning the government and its apparatus. There is, as it seems to me, no 
more strongly entrenched burezucracy than a protessional bureaucracy—and that is what the 
administration of the professionel bodies ard such bodies as the FASB are. They are so strongly 
entrenched because they are not open ta as wide a range of critics as is the administration 
of government: and because they dominate what is, by style, a group of predominantly 
reactionary specialists; and because they are by their own decisions almost committed to the 
proposals of their selected advisers, drafters and ‘bazk-room’ boys generally. (USA, P202 #5911) 


Nearly fifteen years on, the final two letters to one another expose complete agreement 
regarding their objective of their travail, and complete disagreement in respect 
their individual strategies for echieving it. Chambers (3 February 1993) observes: 


I share many of the same feelings of disappointment that your Penn State address 
expressed. When I came to teach accounting in the late forties, it seemed then to be in 
something of an undisciplined mess, I could see that the profession could ideally perform 
a much needed function—but its devices were not geared to performing it. Like you have 
done, I could see in local commercial affairs tne consequences of spineless dogma and 
rules. I hoped to do something about it. 

Our modes of ‘doing something’ have been different. I chose to attack the kinds of 
vagueness, the contradictions and the solecisms of what was taught in the textbooks and 
uttered by the leaders of the profession. But after some time it did not seem to be 
remediable by patchwork. Twenty years of cbservation and reflection led me to the 
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proposal for a comprehensive change in ideas and practices (in 1966). Surely, I thought, . 
a line of argument, without contradiction or prevarication would insinuate itself into the 
stream of teaching, and thence into practice. It has turned out to be a vain hope. At least 
so far. (USA P202, #7685) 


To which Briloff responded (24 February; USA P202, #7398): “Yes, Ray, we agree 
on the essential objective, i.e., Truth in Reporting. But then we do diverge very 
significantly. Thus, you are wrestling with the Principles of Accounting; I despair 
at the Principles of the Accountants.’ 

_ Accounting standards setters currently grappling again with measurement and 
other conceptual framework matters would do well to consider closely the ideas 
about the principles of accounting and accountants of these two iconoclasts lest 
they are doomed to repeat the processes and errors of the past. The profession is 
running out of time in delivering on the promise of leading 1920s and 1930s U.S. 
practitioner George O. May and others after him that the profession can clean up 
its act without increased governmental regulatory intervention.! 


Graeme Dean 
The University of Sydney 
October 2008 
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THOMAS N. TYSON 


The Search for Standard Costing in 
the United States and Britain 


This article describes the relationship between the understanding and 
practice of standard costing in both the U.S. and the U.K. and discusses 
the development of specific practices in the immediate post-World War 
II period. Based on a detailed review of the post-war literature, the 
authors conclude that the quantity and quality of standard costing and 
related scientific management practices (time study, variance aralysis, 
etc.) reached a level in practice that manv accounting historians have felt 
should have been achieved at an earlier point in time. Another principal 
finding is that standard costing, initially promulgated in the late 1910s, 
continued to develop’ in both the U.S. and the U.K. in evolutionary 
fashion into the late 1940s and 1950s, a finding which demonstrates that 
Britain was not as far behind America in terms of its standard costing 
practices as has been commonly believed. The article also explicates the 
relatively minor impact of the Anglo-American Council on Productivity, 
sponsor of sixty-six post-war visitations over a four-year period by 
British groups of employers, trade unionists and professionals, to study 
American industrial methods, including standard costing. 


Key words: Anglo-American Council on Productivity; Comparative 
accounting histery; Post-World War II era; Scientific management; 
Standard costing 


Traditionally, accounting historians have dated the genesis of purposeful cost/ 
managerial accounting from the age of scientific management, what Solomons 
(1952) called ‘the costing renaissance’. This verdict was subsequently seconded by 
Garner (1954), Wells (1978), and Parker (1986), amongst others. However, Fleischman 
(2000) has written about the ‘schism’ he perceives between cost accounting theory 
and practice, at least in the U.S. In particular, he attempted to show that despite 
the rich outpouring of scientific management theory by such notables as Taylor, 
Church, Emerson and cthers, the practical application of these theories was not 
in evidence at the time when these gurus were doing their consulting. Archival 
research has failed in its search for standard costing as a surrogate for scientific 
management in American managerial practice during World War I (Fleischman 
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and Tyson, 2000), the New Deal recovery (Fleischman and Tyson, 1999) and 
World War II (Fleischman and Marquette, 2003).' 

On the other side of the Atlantic, the issue of the relationship between theory 
and practice has been directed toward what has been called the ‘Ambrit Fallacy’, 
that Great Britain was always the weaker sister in terms of scientific management 
developments compared to the U.S. Britain had much to contribute to the 
period’s accounting theory with Garcke and Fells’ book (1887) regarded as the 
earliest classic in scientific management theory and with Norton and Church of 
British heritage despite their eventual emigration to the U.S. In terms of practice, 
Boyns and his co-authors have argued that Britain was not as far behind the U.S. 
as most have imagined and that certain British firms (e.g., Renold, see Boyns, 
2003) could claim costing and control systems that rivalled the most advanced on 
offer in America. l 

This article will attempt to demonstrate, in part, that the quantity and quality of 
standard costing and related scientific management anticipated to have been 
present in practice in the U.S. during the four decades between the prolific 
theoretical literature of the early twentieth century and the conclusion of World 
War II was finally in evidence in the war’s aftermath. This conclusion is based 
primarily on the two main publications of the National Association of Cost 
Accountants (NACA)—the N.A.C.A. Bulletin, a semi-monthly journal of mostly 
practitioner articles that ran to approximately 1,500 pages of text per year, and 
the annual N.A.C_A. Year Books, which were recountings of events at the organ- 
ization’s national conventions. The period 1946-51 has been selected for this 
study, primarily because the Year Book ceased to be published beyond that date. 

Meanwhile in Britain, the volume of available literature on standard costing 
was substantially less for reasons that will be considered subsequently, but the 
evidence gleaned from archival investigations of leading industrial enterprises 
suggests a steady evolution of scientific management over the course of the 
twentieth century, through the end of World War If. A well-known series of 
events that occurred near the end of the aforementioned period were the activities 
of the Anglo-American Council on Productivity (AACP) and, particularly, the 
visitation in 1950 of the Management Accounting Team, comprising British 
industrial and chartered financial accountants under AACP auspices. In fact, this 
carefully choreographed mission was just one of several undertaken by other 
international groups in the decade following the war (e.g., Scandinavian and 
Japanese visitations), funded by the Marshall Plan. From the American perspective, 
these missions were a glorification of American industrial know-how, similar to 
the British Crystal Palace Exhibition exactly a century before. However, the 
impact on Britain appears to have been quite minimal for reasons that have been 
much debated. One explanatory factor that has received insufficient attention 


' As one reviewer has pointed out, standard costing may or may not be an adequate surrogate for sci- 


entific management, particularly since it was not a component of Frederick Taylor’s (1903, 1911) 
theoretical writings. However, time-and-motion study, as a technique for deriving engineered 
labour standards, was certainly a major focus of Taylor’s attention, albeit for the articulation of 
incentive piece rates. 
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until now is the possibility that Britain was not so far behind the U.S. in terms of 
production methodology and cost control as commonly believed. 

In our evaluation of the quantity and quality of American and British cost 
accountancy during the post-war milieu, standard costing, as well as time study 
and variance analysis, are used as the measuring sticks of sophistication. While 
scientific management had additional important parameters (e.g., budgeting), 
these were the innovations upon which accounting historians have focused the 
greatest amount of attention, particularly in writing about the age of Frederick 
Taylor and the other engineering consultants during the theoretical heyday of 
scientific management. 

The organization of the article is as follows. First, the state of standard costing 
in the U.S. during World War H is described, followed by three sections reflecting 
the innovations in chronological order which allowed standard costing to develop 
from an ad hoc method to price products for sale and inventory valuation into a 
fully developed, engineered system for managerial control purposes—time study, 
the articulation of engineered standards, and variance analysis. Finally, a synopsis 
is provided of the report authored by the NACA Committee on Research (CR 
hereafter) (CR, 1948a, 1948b, 1948c, 1948d, 1948e) on the current state of standard 
costing in the U.S. 

A section detailing the activities of the AACP then appears, serving as a bridge 
to the pages recounting the British experience with standard costing. This part of 
the article begins with sequential sections on the traditional view of standard 
costing in British practice post-1945, the thecretical literature on the subject, the 
contemporary evidence of standard costing in practice, and a new interpretation 
of how things really were. We then attempt a revisionist explanation as to why 
previous historians have misinterpreted standard costing developments in Britain 
and the implications of their views. The corclusion summarizes our main con- 
tentions that standard costing in U.S. practice only reached levels of implementation 
commensurate with the theoretical outpourings of the age of Taylor after World 
War H and that standard costing developments in Britain did not, as is commonly 
believed, lag substantially behind those in the U.S. 


THE U.S.: FROM WHENCE HAVE WE COME? 


Irrespective of the degree of adoption and sophistication of standard costing in 
the U.S. during the decade of the Great Depression, the World War II epoch 
evinced a backsliding almost to square one. There was universal agreement that 
the war negatively impacted standard costing, whatever the state of the art in the 
pre-war milieu. Stempf (1943, p. 500; see also, Wellington, 1945, p. 6) observed in 
the Journal of Accountancy that ‘prewar standards have become relatively 
meaningless, and, in general, industry has been forced to fall back on actual costs’. 
It is easy to understand why standard costing was not appropriate in the industrial 
environment of World War II, even apart from the government’s preference for 
dealing only with actual costs. Factors included inexperienced workers, high 
labour turnover, unfamiliar products, lack of time-study engineers, material shortages, 
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uncontrollable prices, small-lot contingency purchases, frequent specification 
changes, new inspection requirements, numerous artificial controls (Hoyt, 1943, 
p. 93; Caminez, 1944, p. 146). Burke (1944, p. 253) put the blame squarely on the 
head of government: 


Standard costs have received a definite setback in favor of actual costs. The existence of 
CPFF [cost-plus-fixed-fee] contracts and the manufacture of new products under rapidly 
changing conditions have been factors in this trend, but a more basic reason is the 
universal insistence of government officials on costs that are near actual as possible. 
Standard costs were accepted only where they could be converted to actual by the 
application of actual variance percentages. 


The noted financial accountant and long-time editor of The Accounting Review, 
E. L. Kohler, writing with W. W. Cooper, characterized the decline in these terms 
in their forty-one-page review of World War II accounting, observing that 
‘accounting practice suffered perceptibly and even degenerated as the result of 
the war’ (Kohler and Cooper, 1945, p. 306). 

Writing after the war’s conclusion, the CR (1947, pp. 918-20) identified four 
reasons to explain the backsliding phenomenon. These were: (a) the absence of 
any pressure to minimize costs; (b) the wartime emphasis upon speed and volume 
of production; (c) a reimbursement program that mandated the use of actual costs 
and, hence, an emphasis on cost finding; and (d) the shortage of trained accounting 
personnel. J. W. Sheetz (1946, p. 316) underscored the third point by observing 
that during the war the ‘emphasis was on how much the cost has been rather than 
what it should have been’, 

C. F. Gamber (1946, pp. 674, 676-7), a CPA with Lybrand, Ross Brothers, and 
Montgomery, characterized the cost accounting environment with respect to 
standard costing at the conclusion of the war. He pronounced it ‘regrettable that 
a considerable segment of the cost accounting profession still clings to the opinion 
that a standard cost system represents a method of cost accounting which is 
opposed to actual cost finding’. He went on to suggest that this misconception 
has ‘retarded’ the growth of the standard cost principle. Gamber’s article, which 
was quite influential as evidenced by the frequency with which it was quoted, 
responded to three disadvantages of standard costing that were typically raised: 


It is a difficult and costly procedure to establish standards. (Response: The 
system pays dividends in terms of cost control and economy of clerical effort.) 
Variations carried to profit and loss cannot be apportioned to product lines. 
(Response: There will be no need if standards are correctly set and frequently 
revised.) 

Inventories will be carried at standard. (Response: No serious difficulties 
should arise if standards are properly set as there will be little variation from 
actual cost.) 


Perhaps the most authoritative observer of the post-war industrial milieu was 
Herbert F. Taggart, a former dean and professor of accounting at the University 
of Michigan, who had been pressed into governmental service as the chief 
accountant for the National Industrial Recovery Administration and then as a 
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prime mover in the Office of Price Administration (OPA) that existed from 1941 
until 1947. Taggart wrote an article for the New York Certified Public Accountant 
for which a synopsis was provided in the N.A.C.A. Bulletin (1947a, p. 1444). Taggart 
reported an estimate made by the OPA staff that only 15 per cent of American 
manufacturing firms had ‘cost systems worthy of the name’. Since these tended to 
be larger firms that mass-produced goods on assembly lines, they provided some 
25 per cent of all manufacturing. 

Thus it was that observers were pessimistic about cost accountancy’s past, but 
there was considerable optimism for its future. The CR (1947, p. 921) announced 
its expectation that in the near future, there would be a ‘(1) wider adoption of 
existing tools and technologies of cost control by companies which did not use 
them before, and (2) a more intensive use of them by the companies which had 
been in the forefront in their use’. 

Given the apparent negative impact on standard costing occasioned by governmental 
provisioning rules during wartime, and since the Korean conflict commenced 
(1950) during the time under our review, a significant question is whether the 
government moved beyond its World War II stance toward greater acceptance of 
standard costing. R. S. Warner (1949, pp. 980, 983) of Lybrand, Ross Brothers, 
and Montgomery noted in a 1949 article on governmental contracting that the use 
of predetermined or provisional overhead rates was now allowed whereas this had 
not been the case in World War I. During the Korean War itself, H. W. Wright 
of the Department of Defense responded to a Journal of Accountancy article in 
which the claim was made that the government did not allow standard costing and 
that governmental auditors searched for actual costs. Wright (1952, pp. 1945-6) 
did not feel that was true with respect to the Department of Defense. He went on 
to qualify his remarks by observing, ‘I have no doubt but that, in certain instances, 
procurement officials and auditors have questioned data derived through the use 
of standard costing ... However, questioning the validity of data does not represent 
an attack on the method.’ He added the further qualifications that standard costs 
were especially valuable for negotiating the initial contract price, but that their 
value was limited wher: there was little relationship between the cost of past pro- 
duction and those anticipated for the contract. In summary, it appears that there 
was some liberalization toward accepting aspects of full-blown standard costing. 


TIME STUDY 


Time study of a fashicn was in evidence as long ago as the British Industrial 
Revolution at pioneering firms such as Boulton & Watt (Fleischman and Parker, 
1991, 1997; Fleischman et al., 1995; Bryer, 2005). However, it was not until the 
advent of scientific management that it became prominently discussed in the 
costing literature (Towne, 1885-86; Taylor, 1903, 1911; Emerson, 1908-09; 
Fleischman, 2000; Fleischman and Tyson, 2007). The degree to which the asso- 
ciated methodology was operationalized is a matter of debate. For example, the 
high priest of time study, Frederick W. Taylor, who related the famous story of 
Schmidt, the pig-iron handler at Bethlehem Steel, was not even able to convince 
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his firm of the cost-benefit of adapting tie method despite his being on the pay- 
roll there for years. 

During the Industrial Revolution, time-and-motion studies were undertaken to 
aid in the establishment of piece rates. This link did not change with scientific 
management, although the purpose was expanded to a more micro level with the 
deployment of time study to determine wage incentives for operatives who 
performed in excess of norms. Time-study engineers emerged as a profession in 
the 1880s, led by Frederick Halsey and Henry Towne, both presidents of the 
American Society of Mechanical Engineers. Taylor, of course, was the most 
famous member of the group. 

Relatively little was said about time study in the NACA literature during the 
inter-war period, but in the laze 194@s time-study theory was resurrected in 
tandem with standard costing. G. M. Fitzgerald (1946, p. 141) of the consulting 
firm Card, Fitzgerald & Leghorn advised that ‘careful time study offers the only 
sound basis for establishing production standards’. M. Smith (1947, p. 805), a CPA 
with McKinsey, Kearney & Co., wrote now a methods and standards department 
was vitally necessary to conduct ongoing time-study testing to gauge the impact of 
new methods and expertise on costs. Unfortunately, it is unclear the extent to 
which the principles expounded in the post-war normative literature were applied 
in practice, since the period did not benefit from a comprehensive field survey 
akin to Hoxie’s (1920) work in the 1910s evaluating the extent and depth of 
implementation of scientific management principles. 

Notwithstanding, a stream of time-study literature appeared in the summer and 
fall of 1947, all authored by practitioners from heavy industry. J. D. Pawling (1947) 
of De Laval Separator Co., W. E. Anderson (1947) of the Federal Telephone 
and Radio Corporation, and R. W. Leavitt (1948) of Ford all extolled the advantages 
of time study at their companies. J. J. Barranger (1947, pp. 391, 393-5; see also, 
Billett, 1948, p. 86) of Bendix focused on the original Taylorite link between time 
study and incentive wages. He advised that at Bendix workers were incentivized 
by rewards if they accomplisned 120-125 per cent of standard performance. 
Most importantly, he articulated a thirteen-step procedure by which time-study 
engineers should establish standards. 

R. M. Barnes (1949, p. 790), an acacemician at the University of Iowa, wrote an 
article in the Bulletin with the provocacive title, “Toward Standardizing Productivity 
Measurement—the Time Study Basis’. The article reinforced the importance of 
time study and came to a number cf interesting conclusions. First, the author 
noted a ‘definite trend’ towards establishing standard time for repetitive factory 
tasks whether or not these became the basis for incentive wage schemes. Second, 
he elevated time study from tne realm of pure scientific investigation, suggesting 
that performance rating mandates jucgment by the person doing the study. Third, 
managers were encouraged to benchmark off others in the group to gauge ‘normal 
performance’, 

In fairness, however, a number of issues about time study were not resolved 
either in theory or practice. The most significant was whether the methods were 
too expensive an undertaking for medium and small-sized firms. The Seattle 
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Chapter of the Committee to Promote Cost Accounting (1948, pp. 181-2), in 
suggesting a template for the establishment of standard costing systems at small 
manufacturing companies, stated: 


Apart from the absence of time studies, at least for the present, the setting of standards 
by the Acme Compary [a fictitious firm] differed in no essential way from the setting of 
standards in larger companies except that there were fewer operating heads znd staff 
specialists to take counsel with, and perhaps fewer were needed. 


K. H. Bergstrom (1947, pp. 580-1), the controller of McLaurin-Jones Co., wrote.a 
case study of his company and how a standard cost system that served it well had 
been established without any time study. Rather, past performance was averaged, 
and workers were asEed to improve upon that result. 


STANDARD COSTING 


Overview 

Two academics of significant stature in late 1946 set the stage for subsequent 
developments. J. H. Jackson (1947, p. 1208), dean of Stanford’s business school, 
wrote of cost control as ‘the outstanding item of progress or growth in cost 
accounting during the last quarter century. Generally, the growth in the use of 
cost accounting for control purposes is intricately related to the progress and 
development that has taken place in standard costing.’ Like so many later observ- 
ers, the dean did not distinguish theory and practice. T. Lang (1947, p. 1389), an 
accounting professor at New York University, focused on the new face of cost 
accountancy when he noted: 


He [the cost accountant] has definitely stepped out of the ranks of a recorder of history 
and is concerned now, in collaboration with the engineer, in setting stancards, translating 
them into dollar amounts, and through them controlling the operations of the business. 
We are all familiar with the nature of information obzained by this careful process of 
standard setting and variance analysis. 


The Extent of Standard Costing 

The sheer magnitude of articles in the N.A.C.A. Bulletin between 1946 and 1952 
attests to the substantial escalation of standard costing in practice. Anecdotal 
stories of individuai adoptions of the method ran a wide gamu: of industries, 
limited only by the fact that the overwhelming majority were mechanized 
enterprises of substantial size. Most of these articles concentrated entirely on the 
standard costing method of a single firm, but K. E. Linnenkohl (1949, p. 725) 
of the New Era Milling Co. broadened his perspective to include the whole 
flour-milling industry: ‘Many of the most successful mills in the country have, 
therefore, adopted various forms of budgets and budgetary control using the 
standard costing method’. A. W. Acker of American Greetings (1949, p. 1406). 
admitted that his was only one company, but went on to suggest that there are an 
ever-increasing number that make use of standard costs in connection with a 
job-costing system. There was even a review (N.A.C.A. Bulletin, 1947b) of an 
article by A. R. Kassandar entitled “Types of Industries to Which Standard Costs 
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TABLE 1 


TOPICAL INDICES FROM THE N.A.C.A. BULLETINS (1946-53) 








Topic Vol. 30 Vol. 31 Vol. 32 Vol. 33 Vol. 34 
(1946-49) (1949-50) (1950-51) (1951-52) (1952-53) 
Budgets 24 8 0 12 3 
Cost control 14 7 4 5 8 
Direct costing 0 0 0 E 8 
Distribution 13 4 6 4 4 
Inventory 20 2 7 4 10 
Cverhead 9 1 15 5 2 
Profits 13 7 5 0 5 
Reports 11 5 2 6 8 
Standard costs 21 15 11 5 5 





are Applicable—and Why’. Standard costing was further embraced by municipal 
government as evidenced by A. W. Sykes’ (1951) article on Norfolk, where a 
labour standard for the street-cleaning function had been introduced that featured 
a measurement called the ‘curb-mile’. 

Another measure of the extent of standard costing prominence in the Bulletin 
is provided by an analysis of a topical index supplement that appeared in Volume 
30, Number 18, covering 1 May 1946 to 15 April 1949. Commencing with Volume 
31 (1949-50), each had its own topical index. Table 1 shows the frequency with 
which topics pertinent to this study and others for comparative purposes appeared 
over the course of the eight years under analysis here. 

Perhaps the most telling phenomenon revealed in these data is the way in which 
‘hot topics’ appeared to ebb and flow with the times. It is evident that standard 
costing had cooled by late 1951, replaced by direct costing, whereas other topics 
were more consistently represented in the Bulletin. The data also confirm our 
assumption about the pattern of standard costing, that it came into prominence in 
the immediate aftermath of World War U and that after a few years and numerous 
adoptions, it was well enough known to be considered ‘old hat’. 


Standard Costing Debates 

As fruitful for the current discussion are those topics that featured disagreements 
amongst contributors to the Bulletin. A topic that inspired a number of letters to 
the editor was the interface between past performance and the setting of 
standards to measure current performance. A. Golub (1947, p. 769), responding 
to the article by Bergstrom (1947), argued that past performance should never 
be used as a standard. This position is moderated in an article by C. B. Nickerson 
(1948, pp. 1400, 1408), a Harvard professor, who wrote: ‘Despite many articles 
on the importance of establishing scientific standards and the dangers of 
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relying on past experience in setting them, the pasi experience rightly plays an 
important part’, what the author called ‘the human aspect of cost control’. The 
discussion applied more frequently to the relationship between standard and 
actual cost. S. B. Pfahl (1947, p. 1168) observed to the editor that ‘the education 
of management toward appreciation of the merit cf standard costs has come a 
long way during recent years but current indications are that too many still 
stick to “actuals” ’. ©. H. Elliott and W. P. Marquis (1949, p. 528) of Carnegie 
Steel, an enterprise identified by Chandler (1977) as one of the slower industrial 
giants in its adoption of new accounting methodo.ogy, seconded this opinion, 
confessing to the ‘vast superiority’ of standard costing to actual as formerly 
done at Carnegie. However, words of caution were =orthcoming from C. D. Cole 
(1948, p. 1311) who wrote in a letter to the editor that standard costs were not 
realistic in terms of their variation from actuals. He suggested that 25 per cent 
for labour variances and 10 per cent for material variances were not unusual. 
Unfortunately, there was no empirical evidence provided to support this 
contention. 

Another issue of some discussion was the expense associated with a standard 
costing system and whether or not small companies could bear those costs. The 
CR definitely thought that standard costing was app-opriate for smaller concerns, 
as will be subsequertly discussed. This theme was a central focus of the article 
by G. C. Lyon (1946, p. 1131) of the Limerick Yarn Mills who observed that, ‘while 
it is true that the original standard cost methods were developed in and for the 
highly mechanized and automatic machine industries, it is equally true that 
the use of standard costs or the standard cost method can be adapted to fit 
the needs of almost any industrial accounting system’. C. W. Bennett (1948), a 
professional accountant and past president of the NACA, wrote a very lengthy 
article in which he attempted to convince smail business, defined as fifty 
employees or fewer, on the benefits of a standard costing and variance analysis 
system. It will also be recalled that the Seattle Chapter to Promote Cost 
Accounting (1948) had urged that there were no essential differences between 
setting standards for large and small companies but for the expense of time- 
and-motion studies. W. E. Westerdahl (1951), identified as a public cost accountant, 
proclaimed that even small companies could do well by having a standard 
costing system and budgetary control. C. P. Taylor (1951, p. 801), a Tulane 
accounting professor, attempted to allay fears by suggesting that standard 
costing need not be either difficult to understand or costly to implement for a 
small or a large business. He argued that the operating cost of standard cost- 
ing would be lower than any other method by which costing information is 
generated. 

It should be noted that this issue was not unequivocal in the estimation of 
other commentators. A. J. Penz (1951), an accounting professor, suggested a 
number of queries that firms should ask themselves to determine if they were of 
sufficient size for a standard costing system. Two chemical industry representa- 
tives, F. J. Carr (1947) and W. W. Neikirk (1948), also urged caution. Virtually the 
entire negative position was couched in terms of cost considerations. 


349 


© 2008 The Authors 
Journal compilation © 2008 Accoun ing Foundation, The University of Sydney 


ABACUS 


Additional Standard Costing Topics 

An important question to be raised is, when did the firms whose standard costing 
stories are narrated in NACA literature introduce their systems? J. D. Duskin 
(1947, p. 144) of the Columbus Manufacturing Company, a cotton textile firm, set 
the options: “Today, more than ever before, many mills are introducing for the 
first time a program of cost and standards control or augmenting one already 
started’. However, the observation of J. F. Mickelson (1947, p. 445) of the 
International Silver Company serves to indicate that the point of origin is not 
necessarily the only factor in resolving the schism: 


Although standard costs were originally installed and used by the company as far back 

as 1919, the system in use today would not be recognized by its original sponsors. It has been 

radically changed and improved over the years to meet changing conditions in the 

company’s operations and to reflect advances in accounting techniques and methods of control. 
Thus, it would appear that both the quantity and quality of the standard costing 
adoptions should be considered in the determination of whether or not theory 
was still running far ahead of practice in the aftermath of World War II. Most of 
the adoptions that are discussed in Bulietin articles were of recent vintage. Such 
was the case at Stockham Pipe Fittings (Noble, 1947) and at Calumet & Hecla 
Consolidated Copper Company (Jack, 1948). Sperry Corporation, which did not 
utilize standard costing either before or during the war (Fleischman and Marquette, 
2003), had adopted it by 1950. 

Another topic that received consideration in the literature was the frequency 
with which standards should be revised. The CR’s project, to be discussed sub- 
sequently, was very concerned with this issue. A. H. Pellenz (1947, p. 361) in a letter 
to the editor, voiced the opinion that this was a major standard costing discontinuity 
with the past: ‘Meanwhile, there is only one avenue open and that is to revise 
standard costs at more frequent intervals than in the past in order to keep pace 
with the level of prices’. Mickelson (1947, p. 454; see also, Shortness, 1951, probably 
the most sophisticated article on standards revision during this period) similarly 
distinguished those standards that needed more frequent revision: 


The foregoing description of standard costs in use by our company will indicate that 
material price standards included therein are so-called basic or ideal standards which do 
not change with price changes, and that labor and burden standards are bogey standards 
which are revised currently to keep up with changes in direct labor operations or costs 
and, more infrequently, changes in burden rates. 


A matter of some consequence was the opinion on standard cost reliability voiced 
by practising CPAs. D. M. Russell (1948, pp. 1543-4) of Lybrand, Ross Brothers, 
and Montgomery: 


Can standards be determined objectively and verified independently? If they cannot 
they are a pretty weak rod upon which to lean. The answer depends upon whether 
management has established a carefully thought out analytical plan of operation ...To 
admit this does not mean that standards are inherently arbitrary or fictional. If standards 
are to be given greater weight in financial eccounting, however, cost accountants must be 
able to prove to all comers that cost reports are based on objective source data and that 
such data and the statistical techniques emploved have been critically reviewed. 
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E. A. Green (1949) of Armstrong Cork wrote a comprehensive article on the 
internal audit of standard costs in which he laid out the questions that internal 
auditors need to ask about the standard system, including fourteen ‘key questions’ 
as to how the standards were developed. 

It will be noted iom Table 1 above that an inordinate number of articles 
involved distribution costs. This area was identified as one that trailed manufacturing 
in respect to the establishment of cost standards for control (e.g., Nad, 1950). This 
topic was a particular thrust in the N.A.C.A. Year Books, where no fewer than 
four major articles decried the shortfall in attention to distribution and marketing 
standards (Breitenbucher, 1946; Perry, 1946; Smith, 1950; Pugsley, 1951). H. C. 
Perry (1946, p. 14) stated the common indictment as follows: ‘It is amazing that 
the accounting profession has, in the face of these facts, been so negligent in 
providing controls for marketing costs which, in many types of business, are quite 
as important as production costs’. 


VARIANCE ANALYSIS: A NEGLECTED AREA? 


In today’s world, standard costing and variance analysis go hand in hand, but they 
apparently did not share a common state of refinement in the aftermath of World 
War II. N. A. Coan (1949, p. 1223) of the Marathon Corporation in an article entitled 
‘Variances Must Be Forged into Familiar Tools’ labelled variances ‘the tools of 
management’. Coan’s article, as will be discussed subsequently, was the most 
sophisticated on variances to appear in the Bulletin through the early fifties, and, 
as such, was a guice to future developments. More reflective, however, of the 
current reality during the period under review was T. B. Noble’s (1947) advice: 
‘To be effective in the control of costs, reports and analyses must bring cut causes 
of variations frem standard while the facts are fresh, and important features or 
deviations must be headlined in a manner similar to that followed by your daily 
newspaper’ (p. 1005). 

Overall, the picture on variance analysis one gets from the Bulletins is very 
mixed. A number of substantial firms were producing daily variance reports in an 
effort to aid front-line supervisors reduce cost. Such was the case at a steel rolling 
mill reported by D. R. Clements (1950). American Greetings apparently reported 
direct labour efficiency on a daily basis and weekly for product cost variances, 
costs by operations, and departmental overheads (Acker, 1949). R. W. Leavitt 
(1948) told of how Ford Motor Company at a sheet metal product plant calculated 
variances for each component produced and used others to control for scrap. 
Even smaller firms could benefit from standard costing and variance analysis, as 
A. J. Penz (1951) related for a ‘small steel company’, while H. J. Pratt (1946), in 
a letter to the editcr, also opined that variance analysis was applicable to all types 
of businesses. 

Another theme that appeared promineatly in NACA publications at the time 
was the importance of the efficiency variance to control labour. Early on, J. W. 
Sheetz (1946, pp. 330-2) identified pctential causes of deviations from labour 
standards and charged the cost accountant with the responsibility to search out 
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efficiency variances. An article by R. T. McGeorge (1949) and a letter to the editor 
from J. R. Kile (1949) listed factors that could explain labour variances apart from 
workers not performing up to scratch. These included workers at a low point in 
the learning curve, a decrease of volume unaccompanied by lay-offs of product- 
line employees, poor quality raw materials, detective machinery not reparable in 
timely fashion, and the introduction of additioral functions not reflected in the 
standards. 

There were a handful of articles that argued that variance analysis had achieved 
a measure of sophistication in several enterprises, particularly with respect to 
some variances that transcended the most murdane. For example, C. W. Von 
Dreele (1946), the controller of North Star Woolen Mill, described a ‘blend’ 
variance that arose since some raw wool had to b2 scoured and some did not upon 
receipt. The Coan (1949) article, previously mentioned as the most imaginative of 
its time, floated some new ideas about a variety of variances that could provide 
additional information for managerial decision making. These included a methods 
variance (extent and economic results of using ron-standard methods), a length- 
of-run variance (related to set-up times), and a calendar variance (related to sea- 
sonality). Included also was the first mention we have seen in the literature of a 
product mix variance and the journal entries appropriate for recording variances. 

Notwithstanding the aforementioned cases, the post-war situation with respect 
to variance analysis reflected a nascent state of development. Very few companies 
provided evidence of using a wider variety 02 variances other than two for 
materials, two for labour, and two for overhead (budget and volume without 
distinguishing fixed and variable costs). Even thea, many firms did not distinguish 
a labour rate and an efficiency (performance) variance. A particularly unsettling 
paper, presented by C. W. Bennett (1948, p. 124) at the NACA National Conference 
in 1948, was a case study of a woollen mill, presumably a client of the author. The 
firm utilized a single variance account for both direct materials and direct labour, 
although it did divide burden variances into expenditure and volume components. 
The dichotomy between fixed and variable overiead was not a feature of early 
variance analysis. What is most disturbing is that Bennett was a former president 
of the NACA and past chairman of its CR. 

In 1952, NACA Research Series #22, “The Analysis of Manufacturing Cost 
Variances’, appeared in the Bulletin. It was a study only of large companies, those 
one might expect to have adopted state-of-the-art methods. The CR (1952) stated 
its overall conclusion early in the report: ‘Standard costing literature has emphas- 
ized methods for establishing standards and how to coordinate with actual costs 
through variances. Methods for analyzing variances and the purposes served by 
them are not described as thoroughly’ (p. 1547). For those with the advantage of 
historical hindsight, the real impact of the report was to highlight those methods 
making their initial appearance in NACA literature, those that appeared to be 
very superficial in nature, or those not included ar all: 


e avery preliminary discussion of responsibility accounting as applied to variance 
analysis, 
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e no presentation of second-level variances although there was a frst mention of 
yield variances as applied to both efficiency and administrative decision making, 

e avery unsophisticated statement as to which variances should be investigated, 

e the frequency with which companies used variance analysis solely for pricing 
and inventory valuation, 

è the infrequency with which standards are revised, typically only at the end of 
each year. 


THE CR REPORT: HOW STANDARD COSTS ARE BEING 
USED CURRENTLY 


One excellent indication of the maturation of standard costing in the post-war era 
was the appearance in 1948 of a five-instalment treatise on the subject by the CR 
(1948a, 1948b, 1948c, 1948d, 1948e) that appeared over the course of the year in 
the Bulletin. The daza for this report came from field studies of seventy-two com- 
panies, many of them easily identified as amongst the largest American manu- 
facturing enterprises and highly concentrated in industries with heavy capital 
investment, such as iron and steel and textiles. The CR did not disclose the 
selection process of the businesses for the interviews, but a vast majority (sixty-five) 
of the seventy-two did employ standard costing systems. Lest it be thought that 
the CR had a hidden agenda to promote standard costing by arguing that the 
methodology was universally applied, it announced that it was not its intention to 
chart the extent of standard costing but rather to explore the reasons for its adoption 
and the differences in its parameters across the U.S. industrial sector. 

The main focus of the first of the five instalments of the CR’s report (1948a) 
was on the integration of cost records and financial reports, particularly with 
respect to firms that reported inventories at standard and those that used stand- 
ards only for contral purposes but converted these to actuals for external report- 
ing. The CR (1948a, pp. 711-13) also identified a controversy on the subject. One 
group argued that the costs of waste and inefficiency should not be inventoriable; 
neither should be expenses related to idle productive facilities. Hence, for finan- 
cial reporting, inventories should be carried at standard and variances from actuals 
carried to profit and loss (income statement). The other group felt that these 
costs were a compcnent of normal business activity and, thus, inventories should 
be carried at actual costs with a proration of variances from standard between 
cost of goods sold and various inventory accounts. The CR (1948a, p. 713) 
came down strongly on the side of the former position, given that standards were 
based on ‘attainable good performance’ and that there was no great deviation from 
actual costs. In this scenario, the standards would be suitable both for cest control 
and inventory costing. 

The CR (1948a, p. 727) further observed in conclusion that the usefulness of 
standard costs was a function of the care taken in their derivation. Perhaps 
unfairly, the assumption was made that ‘if they are known to be merely guesses, 
to be set at an unrealistic level, or out of date, management may justifiably question 
their reliability anc doubt the wisdom of spending money on them’. 
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The second instalment of the report (CR, 1948b) is focused on controlling 
manufacturing costs, dealing extensively with variance analysis and, unlike earlier 
Bulletin articles on the subject, covers more scphisticated topics such as the root 
causes of variances and issues involving which variances to investigate. The CR 
also considered the human element by describing who should do the investigating 
of variances and how responsibility for variances would be established. This 
second part of the report concludes with a section on ‘factors affecting the useful- 
ness of standard costs for control’. A short list of explanations that forestalled the 
successful use of standard costs for cost control was presented. On a more positive 
note, the CR advanced a list of myths about standard costing that it felt current 
evidence now dispelled. These included the unsuitability of standard costing for 
all firms and the prohibitively expensive costs of implementation and frequent 
revision. 

Part three (CR, 1948c) expanded the earlier discussion dealing with the costing 
of inventories and the disposition of variances. It was demonstrated that even if 
standard costing had become relatively common in practice, there was still much 
to learn about its potential uses. The most telling shortcoming, if true, was that 
most companies surveyed did not separate the labour rate variance from what was 
called the labour performance variance. Perhaps this explained why labour variances 
tended to be much larger than material ones. A substantial majority of the firms 
(farty-nine of the sixty-three that featured the full complement of standards) did 
not prorate the variances, treating them as period costs carried to cost of goods 
sold or profit and loss. The reason provided by the surveyed companies, according 
to the CR, was that variances resulting from inefficiency and waste could not be 
recovered by raising selling prices in the prevailing, highly competitive marketplace. 

The penultimate part of the report (CR, 1948d, p. 169) considered the use of 
standard costing for pricing and budgeting and noted that sixty-two of the surveyed 
companies used standard costs for pricing decisions. Those that amended their 
standards infrequently were found to adjust standard costs to approximate actuals 
for pricing, usually by ‘applying the appropriate current variance ratio to the 
standard cost of the product’. A modest thirty-nine of the seventy-two sample 
companies used standards for budgeting, planning, and coordination purposes. 

It seems that the surveyed firms had a better handle on dealing with overhead 
standards and variances than those associated with labour. A majority of the 
companies took cognizance of the variable and fixed components of overhead. 
If production declined below what was expected, fixed costs were reviewed in a 
fashion reflective of knowledge of the differences between committed and dis- 
cretionary fixed costs, although those terms did not specifically appear. 

The final component of the report (CR, 1948e, p. 496) was fundamentally a case 
study showing how an effective standard costing system might operate. Although 
a short study, a variety of forms were displayed for the reporting and analysing of 
variances from standards. The recommendation for the special-order enterprise 
was for an annual revision of standards, not a very timely adjustment even for a 
firm of this type given the theoretical brain power of the CR. Indeed, a final 
conclusion was that ‘it appears that a number of the companies whose practices 
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were studied have not realized the full potential which standard costs possess’. 
However, even though the quality did not meet with the CR’s approval, the 
quantity of firms embracing a standard costing methodology was reaching 
substantial proportions. When the NACA (1950, p. 1) reprinted the five articles as 
a book in 1950 called How Standard Costs Are Being Used Currently, an introduction 
pronounced: ‘After a number of years of development, standard costs have taken 
their place as an important tool of management’. 


THE ANGLO-AMERICAN COUNCIL ON PRODUCTIVITY 


The AACP, formed in autumn 1948 with offices in London and New York, 
sponsored no fewer than sixty-six visitations over a four-year period by British 
groups of employers, trade unionists, and professionals to study American 
industrial methods. These inspections were funded in the main by the Marshall 
Plan, as were others from a variety of European countries. In 1955, the Japanese 
Productivity Center organized a similar venture thet included no less a luminary 
than Taiichi Ohno, later the architect of Toyota. Far our purposes here, the most 
significant of these inspections was that of the specialist team on management 
accounting that visited some fifty-nine business enterprises and twelve governmental 
departments, educational institutions, and professicnal bodies between April and 
June 1950. Its report was published by the AACP in November of that year. 

The introduction stated that ‘the main purpose of the team was to find out how 
American management is assisted by accounting in the achievement of high 
productivity’ (AACP, 1950, p. 1). American productivity was universally acknow- 
ledged in the reports of visiting teams, invariably greater output per man hour 
and lower unit cost (p. 6). ‘Cost consciousness’ was identified as the ‘outstand- 
ing feature of the American industrialist’ (p. 37). However, the visiting account- 
ants would not concede that American industry had technical superiority over 
Britain. Rather, ‘the greatest single factor in American industrial supremacy is 
the effectiveness of its management at all levels’ (p. 6). What rendered U.S. man- 
agers effective was their ‘thorough application’ of techniques, the vast majority of 
which were well known in Britain. A number of points were made highlighting 
the differences between the two industrial environments: 


e The American emphasis on low unit costs meant that typically there was ‘no 
premium on craftsmanship’ (p. 7); 

e Performance standards were calculated for individuals at all levels and com- 

parisons made between actual and budgeted efficiencies (p. 70); 

Labour-control s-atistics were prepared promptly (p. 10); 

Time-study engineers were to be found in virtually all plants (p. 13). In the 

U.S., time-study engineers and accountants were felt to provide ‘an essential 

service to production’; in Britain, they were regarded as watchdogs and spies 

(p. 26); 


Business education in the U.S. was felt to be superior to that on offer in Britain 
(p. 13). 
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One of the most pivotal distinctions between the two national systems identified in 
the report was the differentiation of managerial function which in turn relates to 
the directions which accounting data must flow. Senior management in the U.S. 
was observed to deal with planning, necessitating forecasting and budgeting. 
More junior management was closer to the shop floor and required timely 
information for comparisons between actuals and budgets to maintain efficiency 
control (p. 14). What was achieved by this structure, which the report claimed was 
‘the keynote of American management’, was ‘the centralization of control but the 
decentralization of responsibility’ (p. 15). 

On the subject of standard costs, the visitation team found the use of standard 
costing for control in only half the firms investigated. More often than not, 
however, some form of standard costing was in evidence (pp. 11, 15). A comment 
on costing suggests that standard costing was less than universal but sufficiently 
prominent in practice to conclude that the theory/practice schism in the U.S. had 
narrowed in the aftermath of World War II (AACP, 1950, p. 38): 


There are companies which use historical costs by calculating a range of product costs 
based on the current period’s expenditure, and at the other end of the scale there are 
companies operating extremely detailed systems of budgetary control linked with 
standard product costs. In between there are many hybrid systems. One company visited 
operates a system of marginal costs. So the range is comprehensive. The companies using 
standard costs as the basis of their product costs are slightly more than half of those seen, 
and many of the companies using the current expenditure as the basis for calculating 
product costs, use standards of performance expressed in quantities as the basis of control 
of day-to-day operations. It is safe to say, therefore, that companies using some form of 
standard as a guide to efficiency predominate in number, even though only a little more 
than half use systems of ‘standard cost control’ in the form generally associated with this 
title. 


In summary, the AACP cannot be construed a success and by almost any standard 
of measure (influence, acceptance, change, etc.). Despite the fact that American 
industrial hegemony might have been expected to swell breasts with pride, there 
was virtually no mention of the accountants’ visitation in either the Bulletin or the 
Year Books. Two pieces of the team’s report were published in the Bulletin, but 
aside from that, it appears that nobody in America took much notice. While the 
American public in general might not be expected to care about the visitations, 
one might have anticipated coverage in the NACA literature, geared as it was to 
practising cost accountants. 


THE BRITISH EXPERIENCE 


Standard Costing Post-1945: The Traditional Viev of Practice 

It has often been suggested that, during the twentieth century, Britain was the 
poor neighbour compared to the U.S. when it came to costing matters. The intro- 
duction of techniques such as standard costing and budgetary control supposedly 
lagged behind those across the Atlantic. Thus, agreeing with Parker (1969, pp. 11-12), 
Armstrong (1987, p. 426) has claimed that, ‘elthough the application of true 
management accounting methods was clearly beginning during this period [the 
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late 1940s and early 1950s], the trend needs to be kept in perspective: even as late 
as 1960, it was not easy to find an English company which had a system of standard 
costing in use’. This view was echoed by Wardell and Weisenfeld (1991, p. 655) 
who claimed that whereas the use of standard costs, budgets, and performance 
report variances had become popular in the U.S. before World War II, a com- 
parable widespread use of these techniques in Britain did not occur unżil the 1970s, 
‘if then’. 

One explanation for such beliefs was the outpourings of the AACP in the early 
1950s. The AACP had been established against a backdrop of a widespread 
criticism of the British economy, both in terms of its poor rate of economic 
growth and low level of productivity, which were attributed to the poor quality of 
British management. While the AACP represented one initiative aimed at 
improving managerial quality in Britain in the late 1940s, another was government 
financial support for the establishment of the British Institute of Management 
in 1947. In the view of Tiratsoo (1997, p. 92), however, the reform initiatives 
implemented during the late 1940s and 1950s failed to generate any large-scale 
changes in U.K. management attitudes and practices, thus representing a ‘wasted 
opportunity’. 

The reasons put forward to explain this lost opportunity are manifold, although 
attention has largely been focused on economic, cultural and political factors 
(Tiratsoo and Tomlinson, 1993). On the economic front, the need to restore 
British output to pre-war levels centred the attention of government and businessmen 
on technical matters and improvement cf labour productivity. The general boom 
conditions that prevailed, together with the tolerance of cartels by government 
(Broadberry and Crafts, 1996), lessened the competitive pressures on individual 
managers and the need to adopt new managerial techniques. It was probably not 
so much a case of British family firms having too short-term a profit outlook, as 
argued by Chandler (1984), but rather of managers exhibiting a reluctance. to 
change their management style. Certainly the employers’ organization, the Federation 
of British Industries, resented the criticisms levelled at British management 
(Jeremy, 1998, p. 444), especially when it came from the U.S. given the anti- 
American sentiment being expressed at this time just as after World War I (Tiratsoo 
and Tomlinson, 1997). It has also been suggested that the feather-bedding of con- 
frontational trade unions and an unwillingness of successive British governments 
to address head-on issues such as over-manning, restrictive practices, etc., all militated 
against changes in management practices (Broadberry and Crafts, 1996). 

Summarizing the findings of the reports of all sixty-six AACP teams which visited 
the U.S., Hutton (1953, p. 48) concluded: ‘All agreed that American management 
in general and on average was more effective’. In the accounting arena, the members 
of the 1950 Management Accounting Team ‘were most impressed by zhe budgetary 
control and standard-costing of operations in American firms, and recommended 
wider adoption of these aids to management in Britain, “to enable it to decentral- 
ize responsibility”’ (Hutton, 1953, p. 48). This finding has generally been used by 
subsequent historians to make the case that Britain’s standard costing lagged. 
However, one of the few other AACP reports to mention costing in any detail, 
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that of the team which visited the U.S. heavy chemical industry in 1952, despite 
finding ‘the use of standard rather than historical costing was a little more 
advanced’, nevertheless ‘found that the methods of costing and cost control used 
in America were those well known in Britain’ (Cost Accountant, Vol. 31, No. 9, 
1953, p. 288). This echoed the commen*s from other reports in which very little 
new was found in terms of costing. 

When the successor body to the U.K. section of the AACP, the British Productivity 
Council, sponsored ‘reverse-flow’ teams (U.S. visits to Britain), further limitations 
of British practice were identified. The report of the first such team, looking at 
cotton textiles, drew attention to the ‘lack of widespread use of standard costs’ 
(Cost Accountant, Vol. 31, No. 8, 1953, p. 248), while the third team, observing the 
pressed metal industry, commented that the emphasis of time-and-motion studies 
in Britain was on the former rather than the latter. It noted that few work 
simplification studies were undertaken, and there was a general lack of cost con- 
sciousness in comparison with the U.S. (Cost Accountant, Vol. 32, No. 1, 1953, p. 3). 
Such views, however, were not universal, and even the contemporary literature 
provides evidence of developments taking place, building on those already in 
place from earlier periods. . 


Contemporary Evidence: Theoretical Aspects of Standard Costing 

In contrast with the situation in the U.S., for reasons which will be examined later, 
the number of texts and articles related to standard costing in Britain during and 
after World War II was very much smaller. Nevertheless, there were some 
important works published during the study period clearly indicating people in 
Britain who were as knowledgeable of standard costing developments as those in 
the U.S. Articles in the Cost Accountant, the jcurnal of the Institute of Cost and 
Work Accountants (ICWA), and in the journals of various accountancy bodies, 
especially the Institute of Chartered Accountants in England and Wales 
(ICAEW), were relatively few and far between and tended not to go into the 
same degree of detail as papers publisked in the N.A.C.A. Bulletin. However, 
other publications of the time, including booklets published by the ICWA and the 
ICAEW and texts produced by individuals, many of whom were ICWA members, 
show that there was a deep understanding of standard costing and the importance 
of variances for effecting cost conirol. 

Like the NACA, the ICWA published a number of booklets after 1945, 
covering topics related to costing and cost control, notably Uniform Cost 
Accounting and the Principles of Cost Ascertainment (1947), The Presentation of 
Information to Management (195Ga), and An Introduction to Budgetary Control, 
Standard Costing, Materials Control and Production Control (1950b).? The last 
named, its purpose to set out ‘a summary of the present knowledge of the 
members of the Institute’ (ICWA, 1950, p. 6), especially with regard to standard 


? The ICWA was not the only accounting body to publish such booklets during this period. In 1947, 
the ICAEW published a report from the cost accounting subcommittee of its Taxation and 
Financial Relations Committee entitled Developments in Cost Accounting. 
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costing and budgetary control, had its origins in 1946/47 when the ICWA‘s Coun- 
cil assigned the Branch Research Groups the task of examining these matters and 
reporting back. A draft booklet, based on these reports, was considered at the 
nineteenth National Cost Conference in May 1948 and subsequently amended 
prior to official publication. The booklet only extends to fifty-five pages of text, 
although it also contains twelve appendixes which were designed to ‘illustrate the 
principles of the opezation of Flexible Budgets in conjunction with Standard Costs 
as described in this took’ (ICWA, 1950). Within the discussion of flexible budgets 
and standard costing in the text, the attention of the reader was drawn to a 
number of different variances, including price, volume, revisions, imperfect 
conditions, methods, and controllable variances (ICWA, 1950b, p. 18). Controllable 
variances comprised those for direct materials and direct labour, as well as for 
overhead (burden) expense, with direct materials subdivided into price variance 
and quantity (volume) variance and direct labour into wage rate and efficiency 
variances (ICWA, 1950b, pp. 31-2). 

Although the ICWA publication did not refer to sales variances, the focus 
being on production throughout, at least two of the works published at around the 
same time did. The text of Evans-Hemming (1952, p. viii), fellow of the ICWA 
(FCWA) and the Royal Economic Society, written for the benefit of ‘Managements, 
Executives, and Students’, referred to ‘administrative and selling’ variances, while 
R. Warwick Dobson (1954, Ch. XI), CA, FCWA described variances under three 
main headings—profit (or loss) variances, cost variances (subdivided into primary 
cost variances and cost centre variances) and sales variances. Amongst the other 
types of variances noted by Evans-Hemming (1952), in addition to the standard 
direct cost variances for labour and materials, we find reference to calendar, 
period, price, rates of pay, revisions and volume variances. Warwick Dobson’s 
(1954, Vol. 1, pp. 214-16) work not only lists and discusses variances such as 
calendar, efficiency. methods, and yield, but also mentions, sometimes only very 
briefly (one or two sentences), the factors that influence such variances. Thus, 
while discussing volume variance in relation to overhead variances within cost 
centre variances, he notes the following factors as being potential causes of such 
variance—variation in demand, excess capacity, absence of work, absence of 
instructions, absence of employees, absence of tools, absence of materials, and 
breakdown of machinery. 

It is clear, therefore, that there were texts produced in Britain in the early 1950s 
which recognized issues which, as we have seen, were being discussed within the 
USS. journal literature. Many of these reflected not simply theoretical discussions 
but examples describing practices at individual American firms. To what degree 
were these reflected in practice within British firms at this time? 


Post-1945 Contemporary Evidence: Standard Costing in Practice 

In contrast to the negative view of British practice propounded by later observers 
such as Armstrong (1987) and Wardell and Weisenfeld (1991), a detailed review 
of the contemporary literature of the 1940s and early 1950s reveals mixed opinions 
within Britain regarding the state of costing and cost consciousness. The ICWA 
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booklet (ICWA, 1950), representing a survey of members’ knowledge, clearly 
showed positive signs of cost consciousness, despite some negative comments 
made at the time. Towards the end of the war, for example, F. Bradshaw Makin ` 
(1944, p. 17), a fellow of both the Chartered Institute of Secretaries and the Royal 
Economic Society, commented that it was ‘surprising to find how little is really 
known about cost allocation in many of the [country’s] smaller or medium sized 
concerns’. The lack of inclusion of large firms in this condemnation presumably 
implies that such firms knew about cost allocation. Two years later, N. G. Lancaster 
(1946, p. 312), CA, in a paper on the issues of costing from the managerial perspective, 
reported he was surprised to learn that many of the firms that government 
accountants had visited during the war had no costing system at all. Makin’s paper 
stimulated much correspondence over the succeeding months in The Accountant, 
the organ of the ICAEW, as to the state of cost consciousness and who might be 
responsible for any lack thereof. ‘E.N.H.’ (The Accountant, 29 July 1944, p. 62) 
blamed the directors and managers, who needed to be educated ‘to understand 
the necessity for skilled costing’, while C. Gee (The Accountant, 26 August 1944, 
p. 105) responded that it was the chartered accountants who needed to be so 
educated. ‘A.H.F.’ (The Accountant, 9 September 1944, p. 134) concurred, arguing 
that, ‘In modern industry, it will be found that directors and managers are in the 
main cost conscious, but many professional accountants and auditors are sadly 
lacking this state’. 

Evidence of a growing cost consciousness and a concern with cost control was 
suggested in a report published by the cost accounting subcommittee of the 
ICAEW’s Taxation and Financial Relations Committee in 1947, in which it was 
noted that ‘standard costing has found ccnsiderable favour in management circles 
in this country . . . [being] employed ...in a wide variety of different industries, 
ranging from the manufacture of cosmetics to locomotives’ (ICAEW, 1947, p. 43). 
Such usage was confirmed by Evans-Hemming (1952, p. v) who, in the preface to 
his text on the subject, observed that he had introduced flexible budgetary control 
and standard costs into firms operating in: 


Electrical Engineering; Lighting; Power Generation; Steam and Gas Generation; Aircraft 

and Aircraft Components; Chemicals; Plastics; Press Shops; Toy Manufacturing; Building; all 

forms of Textiles—Cotton, Cotton Thread, Wool, Rayon and Silk; Transport; Estate 
management; Accounting machines; Foundries; Clothing; Heavy Engineering; and 

Weaving, Bleaching, Dyeing and Finishing. 

Contemporary evidence from journal literature also supports the view of a 
growing usage of standard costing in Britain in the 1940s and early 1950s. During 
World War II, the fourth report of the Select Committee on National Expenditure 
stressed that cost investigations should be designed to secure maximum efficiency 
in production rather than simply aimed at saving taxpayers’ money (Cost 
Accountant, Vol. 20, No. 8, 1941, p. 96). It also urged that far greater stress be 
placed on ‘technical costing’ (or cost estimation) as opposed to ‘post-costing’ (or 
cost ascertainment). 

A survey of the Cost Accountant for the period June 1950 to May 1956 reveals 
evidence of the use of standard costing amongst a wide spread of British firms 
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spanning a number of industrial sectors (Boyns, 1998, pp. 60—2).? H. M. Broadly, 
FCWA, FTI, referred to the extension of ‘standard cost accounting’ in the cotton 
spinning industry, noting that the system of cotton licenses and allocations in 
existence meant that spinners were ‘being forced to budget ahead’. He urged his 
listeners to put in stendard costs without delay (Cost Accountant, Vol. 29, No. 9, 
1951, p. 312). In the machine tool sector, C. Narbett, FCWA, the cost accountant 
of A. C. Wickham Ltd., noted his firm’s use of standard costing methods (Cost 
Accountant, Vol. 29, No. 11, 1951, p. 378). The use of standard costing, however, 
was not just confined to manufacturing businesses. A report from the Joint 
Committee of the ICWA and the Institute of Municipal Treasurers and Accountants 
revealed the use of standard costing in a large gas board, part of the nationalized 
gas industry (Cost Accountant, Vol. 32, No. 6, 1953, p. 201). 

Amongst the nationalized sections of the British economy, the development of 
the use of standard costing spread most rapidly in the early 1950s in the National 
Coal Board (NCB), formed in 1947. The NCB first adopted standard costing at a 
small number of collieries in 1952 (Boyns, 1997, pp. 114-16), something which had 
been made possible by the establishment of a work study section, or Field Inves- 
tigation Group (FIC), within the NCB in 1948. Further encouraged by the AACP 
in 1951, the NCB persevered with its early experiments, subsequently extending 
the use of standard costs to 753 collieries in 1956, by which time most collieries 
had their own trained standard cost clerk. In another major industry touched by 
nationalization in the 1950s, iron and steel, however, standard costing failed to 
extend beyond a small number of firms prior to the 1960s (Edwards et al., 2002) 
despite the industry having been in the forefront of costing developments during 
the nineteenth and early twentieth centuries (Boyns and Edwards, 1997. 

As well as indicating the use of standard costing, the short reports on visits to 
firms by ICWA branch members also reveal an increasing use of variances. G. W. 
Band (Cost Accountant, Vol. 29, No. 1, 1950, p. 33), CA, for example, referred to 
the use of standard material costs and departmental labour cost control sheets 
which recorded standard cost, actual cost, and the variation at a Scottish woollen 
mill. J. S. Taylor (Cost Accountant, Vol. 29, No. 1, 1950, p. 33), ACWA, referred 
to the use of standard hours, standard material values, and material cost variances 
in relation to the production of mother-of-pearl buttons. At his firm, standard 
marginal costing was used to control costs, with management also receiving a 
weekly report giving ‘standard marginal cost of sales detailed to product groups’. 
Nineteen months later, T. Evans (Cost Accountant, Vol. 30, No. 8, 1952, p. 265) of 
the metal toy manufacturer Mettoy Co. Ltd, describing the system of standard 
costing and budgetary control employed by the company, referred to the fact that: 


On a number of cost centres hourly reports were received, showing standard hours 
utilized against budget demand. These reports were submitted to the Directors within 


3 The main source of evidence, however, is not articles describing practices, but short reports of visits made 
by local branches of the ICWA to factories belonging to members of the branch. During such visits, 
as well as seeing the plant and equipment, a talk, often illustrated, was given in which the nature of the 
cost system utilized was explained. Unfortunately, the reports of such visits are short and only contain the 
barest of details, but they do enable us to construct a picture of practice developments. 
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fifteen minutes of the end of every hour. He also told his audience that the monthly Profit 
and Loss Account was prepared within three days of the close of the month, this being 
possible because the concern is with a summary of the variables, rather than with actual 
figures taken from the Nominal Accounts. 


It is clear that examples of the use of standard costing in Britain could be found 
in the early 1950s. This clearly undermines Armstrong’s claim that it would have 
been difficult to find a British firm using a standard costing system in 1960, let 
alone having to wait until the 1970s as per Wardell and Weisenfeld (1991). 


Standard Costing Post-1945: A New Interpretation 
It has been shown above that standard costing was alive and well, and indeed 
developing, in Britain in the 1940s and early 1950s. While there may have been a 
dearth of major articles indicating the specific use made of this technique in 
particular businesses within mainstream British accounting literature, it would be 
incorrect to use this finding as evidence that standard costing was unknown in 
practice. Evidence of its use is to be found elsewhere, often buried away in the 
small print. Moreover, the use of standards and standard costs at previous points 
in British history suggests our findings for the post-World War II period should 
come as no surprise. Standard yields were developed for crops and livestock in 
Britain as early as the thirteenth century (Lamond, 1890, p. 71ff.; Scorgie, 1997) 
and were used on medieval estates (Noke, 1981; Macve, 1986, p. 240). ‘Trial 
smeltings’ of copper ore were undertaken at the beginning of the seventeenth 
century to provide standards for smelting costs (Hammersley, 1988, pp. 122-4), 
while Jeacle (2005) has shown how early elements of standard costing existed in 
the eighteenth-century Georgian cabinet-making trade. She has shown how 
regional versions of pattern books, which comprised easily replicated designs of 
household furniture, contained detailed standard labour costs for every design, 
thereby regulating the cabinet-making trade and pre-empting conflict over piece- 
work pay. Fleischman and Parker (1991) found plentiful evidence of the existence 
of production and costing standards in firms during the Industrial Revolution, not 
just at Boulton & Watt (Fleischman et al., 1995). Subsequent use of standards has 
been observed in relation to the efficiency of coal consumption at the Hafod 
copper works of Vivian & Sons in 1848 (Edwards and Newell, 1991), while Louis 
Parsons Merriam developed the use of the ‘standard cost price’ at the plastics 
manufacturer British Xylonite in the late 1870s/early 1880s (Boyns et al., 2004). 
Moving into the twentieth century, the use of standard labour costs before 
World War I was noted at a factory in the Glasgow district employing 14,000 
workers (possibly Singer) (Moran, 1933, p. 165), while Hans Renold Ltd 
developed the use of standard costing in 1918 and Austin Motors shcrtly thereafter 
(Perry-Keene, 1922-23). Between the two world wars, at least fifteen British 
concerns are definitely known to have utilized standard costing in some shape or 


^ Advertisements from the time within the Cost Accountant also show an increasing concern amongst 


firms. to appoint ICWA members knowledgeable of standard costing and budgetary control to 
positions within their accounting departments. 
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form (Boyns and Edwards, 2007, Table 5, p. 1019). While we cannot be sure as to 
how widespread the use of standards in Britain was after World War II, Goodey 
(1946, p. 18) wrote, zbout the engineering industry, that it was ‘common knowledge 
that manufacturing nouses keep material standards of every component and job 
made in order to compare actual costs for any unusual rise or fall, and at once find 
the cause’. Given this, one might reasonably ask the question, to what extent, if 
any, did the use of standard costing in the U.S. exceed that in Britain? 

Although this is not a question to which, in our current state of knowledge, we 
can provide a definitive answer, there is some important evidence from just after 
World War II which may help shed light on this matter. In Britain, Lancaster 
(1946) commented that one senior government official estimated that 70 per cent 
of firms he had visited during the war had no costing system. While prima facie 
this seems to be a very high proportion, if accurate, it would suggest that a higher 
percentage of British firms had costing systems in place than was the case in the 
U.S. at this time. A contemporary assessment of the state of costing across the 
Atlantic at the end of the war suggests that, of the 187,370 business enterprises 
covered by the study, only 22 per cent (41,072) were found to keep cost records, 
with only 40,856 enterprises using a recognizable cost system (Black and Eversole, 
1946). The existence of cost systems was also shown to vary greatly between 
industrial sectors, with older industries, such as textiles and malt beverages, and 
those heavily populated by large firms, such as steel, sugar, scap, and paper, 
exhibiting figures of 80 per cent or higher, while industries such as meat, ‘canned 
and frozen fruits and vegetables’, aluminum castings, copper base castings, 
lumber, and shoe manufacture showed figures of 10 per cent or less (N.A.C.A. 
Bulletin, Vol. 28, No. 8, 1946, pp. 517-12). 

On the face of this evidence, therefore, a higher proportion of British firms (30 
per cent compared to 22 per cent) may have been using cost systems than was the 
case in the U.S., contrary to the normally accepted view that British firms lagged 
behind their American counterparts. Other evidence revealed by the American 
study indicates that standard cost systems were to be found in 4,050 enterprises; 
that is, 9.91 per cent of the 40.856 businesses using a recognizable cost system or 
2.16 per cent of the total number of enterprises covered by the study (Black and 
Eversole, 1946). Unfortunately, the number of firms using standard cost systems 
in Britain at this time is not known, but with its much smaller zotal number of 
businesses, its generally much smaller average business size, and fewer large firms, 
it seems probable that it was fewer than the 4,050 found in the U.S., but we simply 
do not know if this was the case and, if so, by how much. However, as we have 
seen, there is evidence, both archival and buried within the literature, of an 
increasing use of standard costing within British firms over time, commencing 
with the end of World War I (rather than World War II). According to C. A. 
Wilkes (1954, p. 301), the development of standard costs, described as ‘a milestone 
on the road to management accountancy’, had occurred during the interwar years 
in Britain. 

If the use of costing systems was greater in Britain than in the U.S. immediately 
after World War IL there is a distinct possibility that the use of standard costing 
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in Britain, both before and after the war, was not as markedly below that in the 
U.S. as has previously been assumed to have been the case. Such a finding raises 
two important issues for accounting historians. First, why did earlier historians 
come to accept and support the conventional wisdom that few, if any, firms used 
standard costing in Britain? Second, it raises profound issues about the efficacy 
and relevance of much past research which has focused on explaining the supposed 
lag in the implementation of standard ccsting in Britain compared with America. 


Understanding Previous Historians’ Acceptance of a British Lag 

There are a number of possible explanations for the emergence of the view that 
Britain lagged behind the U.S. in adopting standard costing. However, to com- 
prehend this fully, it is necessary to understand the context in which this view 
emerged, in particular the developing argument that Britain’s economic performance 
declined in the twentieth century. Booth (2001) has suggested that, during the 
1960s and 1970s, many British historians came to accept the idea of the ‘British 
disease’, a concept which entered into the national psyche as part of an ‘ideology 
of declinism’ (Tomlinson, 1996). While most economic historians have ‘insisted 
that “decline” should be prefaced by the word “relative”’, Booth (p. 6) believes that 
the concept of the British disease was ‘always an absurd idea’ and that evidence 
of relative economic decline has been somewhat exaggerated. Booth (p. 3) con- 
siders that Britain’s progress in the decade and a half following World War II 
appeared satisfactory, especially in the light of the fact that it had emerged from 
the war ‘effectively bankrupt, with an overstretched economy and massive popular 
expectations of economic and social improvement’. Booth’s balanced judgment, 
based on a review of all the relevant statistical and other evidence, suggests that 
while Britain’s living standards were definitely overtaken in the twentieth 
century, it is not the case that Britain fell continuously further and further behind 
its major competitors. Rather, the gap stabilized. While Booth’s views may not 
have met with universal accord, they do provide a welcome reassessment of the 
reality of events in Britain in the twentieth century. Furthermore, our findings 
regarding the development of standard costing within British rms following 
World War II resonate with Booth’s revisionist viewpoint. 

It is our view that it is all too easy to describe the major historical event of the 
twentieth century as being the rise of America to economic dominance and the 
decline of Britain as an economic power. While it is not being denied that these 
changes did occur, it should not automatically be taken for granted that, in mat- 
ters either of production or accounting technology, British firms necessarily 
lagged well behind their American counterparts. Clearly there was a view, held 
strongly in certain quarters and espoused in the outpourings of the AACP in the 
early 1950s, that British productivity lagged massively behind that in the U.S. and 
that the adoption of American business techniques could improve the position in 
Britain. However, as Booth and Bufton (2000) have suggested, it is undoubtedly 
the case that many U.S. firms in the mid-1950s could have benefited from elements 
of the Americanization agenda suggested for British firms. Their research has 
implied that the supposedly negative picture painted of British manufacturing 
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industry, with a small number of efficient firms erabracing the latest ideas and 
techniques accompanied by a long tail of inefficient firms, was not unique. It could 
equally well describe the situation in the U.S. at the time. 

This picture, from both countries, of some leading firms adopting new techniques 
while others lagged behind, should likewise come as no surprise. In the U.S., 
Fleischman (2000) nas argued that the adoption of scientific management, to 
which the development of standard costing is often closely linked, was not as 
rapid as has often been previously assumed and, furthermore, in those pioneering 
businesses where it was utilized, it was only adopted in a piecemeal manner. In 
Britain, while the example of Hans Renold Ltd indicates a fairly Zull adoption of 
scientific management methods and of standard costing (Boyns, 2001, 20€3), other 
evidence suggests that, as in the U.S., the implementation of scientific management 
in Britain was carr-ed out in a piecemeal fashion (Smith and Boyns, 2005). If 
the adoption of scientific management in both countries was limited and a far 
from smooth process, the question arises as to why previous accounting historians 
wholeheartedly embraced the idea of a substantial British lag in adoption 
compared to that in the U.S. It is our view that, while they were influenced by 
the debates and rhetoric surrounding the British disease and Britain’s relative 
economic decline, they were also afflicted by the same myopia that caused the 
failure of earlier accounting historians to give ful’ credit to the cost accounting 
of the British Industrial Revolution. Thirty to fifty years ago, a former generation 
of accounting historians (e.g., Garner, 1954; Parker, 1969; Chatfield, 1977; 
Wells, 1978) considered that the lack of published texts on costing during the 
eighteenth and much of the nineteenth centuries was occasioned by the belief 
amongst British ertrepreneurs that trade secrets ought not be disclosed so as 
to maintain competitive advantage. Had they been privy to surviving business records, 
however, they might have altered their judgments. Archival-based research by 
accounting historians over the last twenty years has precipitated a revisionist 
viewpoint. Many examples have been found of the practical use of ‘sophisticated’ 
costing techniques cespite the dearth of contemporary literature (Edwards, 1937; 
Solomons, 1952). Work on the British Industrial Revolution by Fleischman and 
Parker (1997) and on the nineteenth century by Boyns and Edwards (1997), 
for example, has revealed the existence of many costing techniques being used in 
practice. Even when the literature on costing began to increase from the beginning 
of the twentieth century, there is eviderce of practice in British firms outstripping 
the literature, espezially in the chemical industry (Boyns et al., 2004). 

It is clear, then, that reliance on published literature as a guice to the state of 
costing practice in British firms can lead to unwarranted conclusions. Wells (1977, 
p. 49), for examp-e, noted that ‘the systems in use in English factcries were 
seldom described in the literature prior to 1914 (or since)’, while after World War 
II, Lawrence and Humphreys (1947, pp. 29, 35: contrasted the much greater 
willingness of Americans to write abou: costing matters: 


If it is true that too much has been recorded and published in America, it is also sadly 
true that far too liztle has been written by men of experience in Britain. 
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The Americans are much more inclined to put into writing the results of their labours 
than we are, and for every one book or other publication on Costing in this country there 
must be twenty or thirty or more in the United States. 


While it is not true that case studies detailing practice were never published in 
Britain, it is true that they were relatively few and far between. The reasons for 
the small number of such articles being published in Britain compared with the 
U.S., however, are far from clear. Lawrence and Humphreys (1947, p. 29), having 
pointed to the much greater number of works published on costing in the U.S., 
merely noted ‘that the ‘two societies differ entirely in their constitution, as befits 
the differing outlook and customs of the two nations’. Some writers have suggested 
that the problem in Britain is one of secrecy.” This issue was dealt with explicitly 
by Wells (1977, pp. 48-9), who cited quotes from the early twentieth century 
suggesting that secrecy in British industry led to firms failing to disclose the 
nature of their systems. Wells found Pollard’s dismissal of the secrecy argument in . 
respect of British entrepreneurs during the Industrial Revolution to be ‘questionable’, 
but archival research since has shown that early entrepreneurs in the textile, 
mining, and iron industries often visited the works of their competitors, suggesting 
that secrecy was not a major consideration (Boyns and Edwards, 1996; Fleischman 
and Parker, 1997). In the 1890s, Plumpton, CA, considered that it would have 
been ‘suicidal’ for large steel makers in Sheffield to publicize their costs (Boyns et al., 
1996, pp. 65-6). Despite this, he was not averse to describing possible cost 
systems, presenting two papers on this issue to the Manchester Chartered 
Accountants’ Student Society in 1892 (see Boyns et al., 1996, pp. 26-49). For 
Plumpton the issue was not secrecy in relation to cost systems, but secrecy in ` 
relation to the cost figures that were generated by such systems. 

Since the 1890s, however, and despite the smaller number of works on costing 
published in Britain, those that were published increasingly undermined any tendency 
towards secrecy in respect of cost systems or techniques that might have existed 
in earlier times. Some standard texts on costing did appear in Britain in the late 
nineteenth and early twentieth centuries, not least Garcke and Fells’ Factory 
Accounts, Norton’s Textile Manufacturers Bookkeeping, Strachan’s Cost Accounts: The 
Key to Economy in Manufacture, Hawkins’ Cost Accounts, Lunt’s Manual of Cost 
Accounts, and Wheldon’s Cost Accounting and Costing Methods. All of these 
works appeared in multiple editions over many decades: Garcke and Fells (seven 
editions, 1887-1922), Norton (five editions, 1889-1931); Strachan (six editions, 
1902-36); Hawkins (eight editions, 1905-30); Lunt (seven editions, 1920-39); and 
Wheldon (ten editions 1932-60). Nevertheless, the number of such texts is not 
massive, compared to the U.S., possibly suggesting a relative lack of demand in 
Britain. í 

Although the development of commerce courses, including aspects of accounting, 
had commenced in some of the new civic universities in Britain in the late 
nineteenth and early twentieth centuries (Napier, 1996a, 1996b; Jeremy, 1998), 


5 The American, Outerbridge, in 1900 suggested that secrecy was ‘a generally accepted European idea’ 
(quoted in Wells, 1977, p. 49). 
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accountancy before World War II never became a tniversity subject in Britain to 
the extent that it did in America. Indeed, the teaching of accounting in America 
developed rapidly in the 1920s, commencing with U.S. engineering colleges, later 
„extended to the business schools ‘where, in 1947, almost half of the courses 
offered were in accountancy’ (Armstrong, 1987, p. 426). There was thus a much 
larger market for texts on costing in America than in Britain where before the 
mid-1960s the provision of general advanced education in management, let alone 
accounting, was poor. Indeed, the first business schools in Britain were not 
founded until the mid-1960s—Manchester began in 1965 (Wilson, 1992) and 
London in 1966. Napier (1996a, pp. 472-3) has suggested that although there was 
something of an ‘explosion’ in accounting research at British universities from the 
mid-1960s, the teaching remained markedly inferior to that in the U.S. 

With the teaching of accounting limited in Britain and with the emphasis on 
commercial and financial accounting during the first half of the twentieth century, 
the market for costing texts in Britain was clearly constrained at this time. An 
alternative outlet for articles detailing costing practices within the country, the 
journals published by the various professional bodies, was likewise small. There 
were engineering jcurnals which occasionally published articles on the subject and 
had done so since the middle of the nineteenth century, but they were not a major 
outlet since the engineering profession in Britain never played the key role in 
relation to costing as did the American Society of Mechanical Engineers in the 
U.S. (Wells, 1978). Furthermore, the journals produced by the major accountancy 
bodies for the benefit of their members published relatively little on costing, not 
least since the focus of their members’ interests was largely in the direction of 
financial reporting and general accounting. Even the Cost Accountant did not 
prove a major outlet for articles on actual practice at specific firms. Like the NACA, 
the ICWA was formed in 1919 on the back of the prominence given to the role of 
cost accountants during World War I (Loft, 1986, 1990). However, the ICWA 
appears to have been a somewhat different animal] than its American counterpart. 
It was a much smaller body and its Cost Accountant was a different type of 
publication than the N.A.C.A. Bulletin and the Year Books. In 1941, membership 
of the ICWA stocd only at 1,430, compared to the NACA’s 9,708. By 1949, the 
NACA’s membership had grown to 27,363, reaching 31,000 in 1953, whereas that 
of the ICWA only initially climbed above 5,000 in 1955 (figures ‘from Banyard, 
1985; various N.A.C.A. Bulletins). 

Perhaps reflecting the ICWA’s smaller membership, each annual volume of the 
Cost Accountant was much shorter in length than the N.A.C_A. Bulietin. Furthermore, 
there was no equivalent to the: Year Book, although papers presented at the 
ICWA’s annual National Cost Conference were often published subsequently in 
one or more editions of the Cost Accountant. The number of editions per annual 
volume was also fewer. The Cost Accountant only appeared monthly rather than 
semi-monthly as the N.A.C.A. Bulletin.’ In the late 1940s/early 1950s, each annual 


€ In many years, there were only eleven editions per volume of the Cost Accountani, the Juy and 
August editions being conflated into a single edition. 
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volume of the Cost Accountant only extended to just over 400 pages and, with a much 
greater emphasis on current branch news, information and examination results, it 
contained far fewer articles, generally between twenty-five and thirty per year, 
thus limiting the publication of papers describing practice at individual firms. 
Overall then, it is not surprising to find a relative dearth of articles and works 
detailing costing practices in Britain after World War H. An additional factor may 
also have been the lack of willingness, for whatever reason, of Britons to write 
down their practices. It is possible that this reticence does not so much reflect a 
concern for secrecy as the insular nature of the British. Such influences clearly 
militate against finding large numbers of descriptions of new developments such 
as standard costing in the literature. However, as we have seen, it would be wrong 
to equate the lack of articles discussing theoretical issues or examples of standard 
costing in practice with a lack of standard costing in British firms post-World War II. 


Implications of Our Findings for Past Research 

If Britain did not lag greatly behind America in the adoption of standard costing, 
all of those studies which have looked for possible explanations of the supposed 
British failure in this respect have been misplaced. Broad-based studies which 
have looked for socio-cultural explanations for differences between the U.S. and 
Britain have been aimed at trying to analyse a non-issue. This is not to deny that 
socio-cultural factors may have played a role in what happened on both sides of 
the Atlantic, but that any impact was not such as to lead to a significant difference 
in the rates of adoption of standard costing. Rather, whatever impact such factors 
may have had, they either offset each other or were counteracted by other 
influences. It is our belief that comparative studies between the U.S. and Britain 
which take simple generalizations of the state of affairs in the two countries, especially 
those which do so from the perspective of Britain’s relative economic decline and 
backwardness in everything, are bound to generate misleading results because 
they over-simplify reality. It may be, as suggested by Wardell and Weisenfeld 
(1991), that different workplace traditions and different management styles do 
influence the introduction of accounting techniques, but it is our contention that 
they do so at the level of individual firms or sectors, as suggested by McLean 
(1996) in relation to the British shipbuilding industry,’ rather than at the level of 
the economy as a whole. In both the U.S. and Britain, there is clear evidence from 
the mid-1960s that the nature of costing systems and the extent of adoption of 
standard costing varied greatly between different sectors of the economy. The 
evidence of the Encyclopedia of Cost Accounting Systems (PHES, 1965) suggests 
that even in the mid-1960s, standard costing was not equally applicable to all sectors 
within the U.S. Given this, it is not surprising to find differences in the application 
of specific costing techniques in Britain as revealed in recent archival research. In 
many ways, developments in Britain and the U.S. were similar. 


7 McLean stresses the importance of the labour process and te political, social, and industrial forces 


at work within the industry. In his view, the reason that the British shipbuilding industry did not adopt 
American costing methods for much of the twentieth century stems from the fact that it remained based 
around the craft administration of production rather then the bureaucratic methods developed in America. 
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Our finding that the rate of adoption of standard costing in the U.S. and Britain 
may not have been so different in the decade or so after World War H also raises 
the issue of the link between standard costing and scientific management. Many 
writers have suggested a strong link between the emergence of scientific management, 
on the one hand, and the development of standard costing on the other (e.g., 
Sowell, 1973; Epstein, 1978; Wells, 1978). In the British context, Napier (1996b, 
p. 438) has noted that the development of cost accounting in the 1920s was 
‘motivated by a notion of “scientific costing”, derived apparently irom essentially 
North American ideas of “scientific management” `. However, the precise nature 
of this relationship in practice is far from clear either in the U.S. or in Britain, and 
only more archival based work has the potential to resolve this issue. Given that 
it is widely accepted that different forms of scientific management were adopted 
in the two countries (Nelson, 1992), reflecting different emphases—the American 
emphasis on Taylorism in the workplace compared to a broader vision of scientific 
management in Britain (i.e., rationalization)—it might be suspected, a priori, 
that there would have been different patterns in the links between scientific 
management and standard costing across the Atlantic. This is clearly a matter 
which is beyond the scope of the current article, but it is one worthy of future 
research and detailed investigation. 


CONCLUSION 


The primary purpcse of this article has been to explore the relationship between 
the practice of standard costing and related activities (time study, variance analysis, 
etc.) in the U.S. and the U.K. in the post-World War II period. Much of our data, 
especially that concerning the U.S. experience, was obtained fror the publications 
of the NACA rather than from company archives or financial reports. While 
business meetings between shareholders and management include rituals and 
puffery that often conceal as much as they reveal (Catastis and Johed, 2007), 
conventions and business meetings attended by accounting practitioners provide 
important insights on cost/managerial accounting practices that are not obtainable 
from other sources and serve as a key source of data in this study.® 

All three authors have spent the majority of their scholarly careers researching 
the managerial/casting side of accounting practice in different time periods, 
locales and industries. Until the current project, we were fairly certain that standard 
costing theory (i.¢., the normative literature) was widely known in both venues 
and far ahead of practice. Two of us were unsure about the ‘evel of standard 
costing practices in one venue vis-à-vis the other, in part because we had not fully 
explored the post-World War II standard costing literature in the U.K. in great 
enough depth to compare it to the U.S. literature. In conjunction with information 
gleaned from many visits to the archives in both countries over the past fifteen 


8 One referee has pointed out to us that intra-organizational department meetings are an equally 
powerful source of accounting data (Vaivio, 2006), but access is problematic and meeting minutes 
are rarely, if ever, published. 
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years, we now all concur that Britain was not so far behind the U.S. in terms of 
standard costing practice as has commonly been espoused by a number of noted 
business and accounting historians who may have attributed the disparity to the 
‘British disease’ or particular cost accounting and managerial deficiencies. 

In fact, information gleaned from the AACP-sponsored visits failed to inspire 
meaningful change because standard costing practices observed in the U.S. were 
generally well known in the U.K. These practices were not as widely implemented 
for a variety of understandable factors rather than from a lack of knowledge, 
intentional secrecy or an outright rejection of American ideas. We do acknowledge 
that there was far more anecdotal journal literature about standard costing in the 
U.S. than in the U.K.; that there were far more American authors writing cost 
accounting texts; that the texts and articles published in the U.S. exceeded those 
on offer in Britain, both in number and depth cf discussion; and that many more 
U.S. accountants were active in the managerial/costing side of the profession. But 
these disparities were largely attributable to demographic differences and 
especially to the fact that U.K. businesses were far fewer in number and smaller 
in size than their American counterparts. Simply put, the U.S. was much the 
stronger economy in the immediate post-war period; the NACA was a much 
larger trade association than the ICWA; and the U.S. had many more large, 
automated assembly-line industries that were especially conducive to standard 
costing practices. In essence, we discovered a sufficient number of similar and 
equally sophisticated practices (e.g., predetermined overhead rates, standards for 
inventory and pricing, standards revision, etc.) on both sides of the Atlantic, as 
well as equally similar absences of certain other practices (e.g., time study and 
comprehensive variance analysis) to convince us that the understanding (theory) 
and adoption (practice) were not all that dissimilar in both venues. 

This finding begs one key question. Why did the AACP sponsor and the U.K. 
support sixty-six visitations comprising British industrial employers, trade unionists, 
and accounting practitioners over a four-year (1948-52) period, as well as sub- 
sequent British-sponsored, reverse-flow visits to the U.K., if the level of knowledge 
and state of practice were essentially comparable? Clearly, U.S. industrial productivity 
was high and universally acknowledged in the reports of the visiting teams, and 
America was accredited for ‘the effectiveness of its management at all levels’ 
(AACP, 1950, pp. 1, 6). However, only one of the British teams mentioned 
costing in any detail, and it did not concede that American industry had overall 
technical superiority over Britain. Neither did it concede that the U.S. was far 
ahead in standard costing practice given the members’ finding that standard 
costing was used for control purposes in only halt of the firms visited. 

Truth be told, the AACP and later missions were largely celebratory of 
American success and industrial know-how and were chiefly funded in conjunction 
with the massive Marshall Plan reconstruction of the U.K. and Europe. British 
business and accounting executives could ill-afford to snub their collective noses 
at U.S.-funded invitations. So, they visitec en masse to witness standard costing 
and related practices in action. In retrospect, therefore, the impact of these visits, 
at least in regard to showcasing standard costing practice in the U.S., appears 
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understandably to have been quite minimal in the U.K. for a variety of reasons, 
several of which seem contradictory. For one, the extent of standard costing in the 
U.S., both in terms of sophistication and pervasiveness, was somewhat overblown. 
The majority of cbservations represented a small and select sample of large, 
well-known, mechanized assembly-line industries (automotive, heavy equipment, 
aircraft, etc.) and zhus did not reflect an unbiased cross-section of the American 
industrial sector. For another, many factors that mitigated the use of standard 
costing during the war (inexperienced workers, high labour turnover, material 
shortages, lack of time-study engineers, the existence of cost-plus-fixed-fee contracts, 
etc.) had diminished in the immediate post-war period, while other factors 
(greater consumer purchasing power, reluctance to accept standardized goods, 
etc.) increased after the war to a far greater extent in the U.S. than in the U.K. In 
the latter venue, a vastly different wartime experience stimulated a much greater 
need to devote resources to infrastructure and economic recavery than to cost 
system redesign. 

In summary, while the absolute number of standard costing adoptions in the 
U.S. immediately following the war surely exceed2d that in the U.K., knowledge 
about these practises was comparable and the cisparate number of adoptions 
understandable ard mainly attributable to demographic, political, and social 
factors rather than to naïveté or backward thinking in Britain. Evidence clearly 
suggests that standard costing practices, initially :mplemented in the U.K. after 
the conclusion of World War I, continued to develop and create ever-growing cost 
consciousness amongst a broad range of industries into the late 1940s and early 
1950s. Overall, a detailed reading of the British archival and journal literature 
clearly indicates that the presence of some and zhe absence of other standard 
costing practices were essentially comparable to the U.S. experience. 
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CLAUDINE UMASHEV AND ROGER WILLETT 


Challenges to Implementing Strategic 
Performance Measurement Systems in 
Multi-Objective Organizations: The Case of 
a Large Local Government Authority 


A case study of the implementation of the balanced scorecard in a large 
local government authority is reported. Based on interview data, the 
factors that were perceived by senior managers to be important to the 
success or failure of the implementation are analysed. It is determined 
that scorecard measures were not effectively cascaded down to lower 
levels of the organization. Various inter-related problems of leadership, 
training, feedback, employee empowerment and weak incentive schemes 
combined to cause communication difficulties which prevented the 
cascading problem from being effectively addressed. 


Key words: Accounting change; Balanced scorecard; Case study; 
Implementation; Performance measurement; Public sector. 


In the late 1990s many. Australian public sector organizations introduced new 
accounting systems. The changes had their genesis in the new public management 
theory of the 1980s (Hood, 1995) and were influenced by management strategy 
thinking (Mintzberg, 1994) developments in IT and accounting techniques 
(Granlund and Malmi, 2002) with the purpose of increasing the accountability 
and effectiveness of government organizations and improving the efficiency of 
their use of resources (Guthrie and English, 1997; Dixon et al., 1998). The immediate 
impetus for change was Australian federal and state government legislation (e.g., 
see Kloot and Martin, 2000) and developments in accounting standards (e.g., see 
Carnegie and West, 2005). Attempts to satisfy the purpose of the ‘reforms’ 
included the introduction of management accounting systems specifying explicit 
links between elements of organizationa: strategy and performance measures, 
sometimes referred to as strategic performance measurement systems or SPMSs 
(e.g., Aitkinson et al., 1997; Chenhall, 2005). A common form of SPMS introduced in 
Australian organizations has been the balanced scorecard (Kaplan and Norton, 1996). 

Originally aimed at encouraging private sector organizations to extend their 
management accounting systems beyond a concentration on financial and 
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technological measures, the balanced scorecard’s multi-dimensional focus has also 
been seen as a positive way of addressing the governance and accountability 
issues typically faced by multi-objective, not-for-profit and public sector 
organizations (e.g., Kaplan, 2001). Implementations of the scorecard have been 
the subject of many professional and academic studies, some of which are 
reviewed later. These have produced lists of prescriptions or ‘factors’ that it is 
believed influence the probability of the success or failure of an implementation. 
This article reports the results of a case study examining, with respect to these factors, 
the implementation of the scorecard in a large Australian local government 
authority (LGA). 

The study extracts some of the factors from prior research that might be 
expected to impact on the outcome of the scorecard implementation in the LGA 
setting and uses these to formulate a semi-structured, participative style, interview 
protocol which explores the perceptions of key senior managers of the LGA 
concerning the effectiveness of the scorecard. Analysis of the interview transcripts, 
although guided by issues raised by prior research, is based upon latent coding 
techniques designed to allow any unexpected themes emerging from the interviews 
to be identified. 

In this case, most of the factors upon which the perceived effectiveness of 
the scorecard depends are either implicitly or explicitly identified in the prior 
literature, for example, leadership and incentive schemes. It is, however, found 
that, in this large, public sector organization, with an imperative io run at least 
some of its parts according to commercial precepts while still keeping faith with 
its broader social objectives, one of the key success factors is how well the 
scorecard is cascaded. The importance of this element of scorecard effectiveness 
has not been so clearly identified in prior work, at least in a public sector organ- 
ization context. By well cascaded is meant consistency in the application of 
the scorecard at different levels of the organization. On the basis of the percep- 
tual evidence adduced here, the main conclusions are that: (a) a cascading 
problem existed; (b) the cascading of indicators rather than goals was the root 
cause of this problem; and (c) an inflexible top-down approach was adopted 
to the implementation. Communication difficulties caused by a change in 
leadership during the implementation, and deficiencies in training, feedback, 
employee empowerment and incentives combined to prevent the adaptations 
that otherwise could have been undertaken to ameliorate the deficiencies in 
cascading. 

While these findings are based upon a case study, it is conjectured that cascading 
is likely to be common problem in implementing the scorecard effectively in any 
complex multi-objective organization, such as the LGA. Senior officers of the 
LGA indicated in interview that the list of problems and issues just stated is a fair 
reflection of the matters that arose in the initial SPMS implementation process. 
They also noted that addressing these matters, especially the cascading issue, by 
going back to the basics of scorecard design, was the key to developing a modified 
and innovative form of SPMS, more suited to a public sector organization, which 
is now in use in the LGA. 


378 


© 2008 The Authors 
Journal compilation © 2008 Accounting Foundation, The University cf Sydney 


IMPLEMENTING STRATEGIC PERFORMANCE MEASUREMENT SYSTEMS 
PREVIOUS RESEARCH 


Sources in the literature are now identified that discuss the principal factors 
shown to be important in the implementation of the scorecard SPMS in the LGA. 
Apart from cascading, these are leadership, training, feedback, employee 
empowerment and the effect of incentive schemes. 

Those factors arise in the context of the complex, multi-dimensional character 
of the management decision support needs that SPMSs have evolved to meet. The 
limitations of traditional financial measures had been widely noted in the literature 
prior to the development of the balanced scorecard (see, e.g., Scapens and Sale, 
1985).! SPMSs evolved on the basis of rational arguments to give explicit recognition 
to a broader set of measures for managerial decision making and the explicit 
linking of these to organizational strategy. After implementation, for instance, the 
scorecard should result in a balance between external measures for shareholders 
and customers and internal measures of business processes, innovation, and 
learning and growth (Kaplan and Norton, 1996). 

A variety of faccors are involved in determining if SMPSs are successfully 
implemented (Chenhall and Langfield-Smith, 1998). Not all of these are significant 
in the present study. For instance, some are technical conditions (Anderson, 1995) 
such as data validity (Cavalluzzo and Ittner, 2004) and external environmental 
factors, such as gavernment policies, especially in public sector organizations 
(Kloot and Martin, 2000; Jackson and Lapsley, 2003; Lapsley and Wright, 2004; 
Carnegie and West, 2005). Others relate to issues of contingent fit of particular 
strategies to organizational structure and accounting systems (Jermias and Gani, 
2004), ‘measurement disintegration’ (Balkcom et al., 1997), the quantification of 
qualitative dimensions (Towers Perrin, 1996) and the importance of context 
and specificity in producing effective outcomes in transformational processes 
(Pettigrew, 1987; Brignall and Ballantine, 2004). 

Of the factors that were significant in the LGA, Shields (1995) noted the 
behavioural and crganizational effects of leadership, incentive schemes and 
training. Smith (1993) observed the dysfunctional effects of incentive schemes. Caval- 
luzzo and Ittner (2004) found that senior management commitment, adequate 
training and delegation of authority are significant in determining effectiveness. Lead- 
ership change may impede an implementation and a mis-alignment of divisional 
and business unit goals act as ‘confusers’ to the process (Kasurinen, 2002). The 
main findings of implementation surveys and case studies suggest that the rational 
process approach of Kaplan and Norton (1996, 2001) gives irsufficient atten- 
tion to contextual factors, echoing the Cobb et al. (1995) dictum that the theory 
comes from the case, not the other way around (Scapens and Roberts, 1993). 

- Cascading is similar to the concept of alignment, illustrated in a private sector 
setting by Kaplan’s (1999c) Mobil case study. In Mobil, the higher-level scorecard 


Traditional financial accounting was criticized, for example, as being backward looking, ignoring 
the multi-dimensional nature of company activizy and of not being useful in either informing or 
implementing strategy (Kaplan and Norton, 1996). 
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FIGURE 1 


ADAPTING THE BALANCED SCORECARD FRAMEWORK TO NON-PROFIT 
ORGANIZATIONS 
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‘If we succeed, how will we The mission ‘To achieve our vision, 
look to our financial replaces the how must we look to our 
donors?’ financial objectives recipients?’ 





‘To satisfy our customers, financial donors and 
mission, at wiich business processes must we 
excel?’ 


‘To achiev2 our vision, how must our 
people learn, communicate and work? ` 
Source: Kaplan and Norton (2001, p. 135). 


developed at the corporate level was linked to scorecards at the lower-level, 
decentralized organizational units. Although each unit formulated a strategy 
appropriate for its target market, each strategy nevertheless had to be consistent 
with broader corporate strategy. The factor of communication was also identified 
as significant in the Mobil implementation. 

Public sector organizations might be expected to follow different strategies 
from private sector companies, given that their primary objective is to satisfy a 
variety of constituencies, rather than to more narrowly achieve financial success. 
Consequently, the alignment and communication problems of public sector 
organizations might be expected to be greater than their private sector counterparts. 
This is reflected in Kaplan and Norton’s (2001) rearranged balanced scorecard 
for such organizations, which places the donor and the recipient perspectives in 
parallel. This is shown diagrammatically in Figure 1. 

Examples of not-for-profit organizations in which the scorecard has been 
implemented are the City of Charlotte (Kaplan, 1999a), the United Way of South- 
eastern New England (Kaplan, 1999b) and New Profit Inc. (Kaplan and Elias, 
1999). Each shows how the scorecard can be adapted to a non-private sector 
context, although not always successfully. In The United Way case, for example, 
the scorecard was abandoned due to a change of leadership. The chief professional 
officer who initially drove the scorecard did not involve the board and, when he 
resigned, the board did not place weight on finding a replacement committed to 
the scorecard. 

Some case studies of private sector firms have commented on the problem of 
aligning sub-unit scorecards (e.g., Malina and Selto, 2001). Case studies of public 
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sector organizations identify many issues similar to those in the private sector, 
such as flexibility in measures and well-designed systems linkages (Pink et al., 
2001) and clarity of vision and its re‘ationship to strategic objectives (Gambles, 
1999).? However, although both of these issues are pertinent to the alignment 
factor, no empirical studies to date appear to have focused specifically on the 
issue of cascading different scorecards within public sector organizations. 

Nevertheless, in treory it is possible to see why differences in ihe strategies of 
traditionally conceived private and public sector organizations may cause difficul- 
ties in effective aligrment of the scorecard in a public sector body. For instance, 
in their formation, the business units of the LGA were intended to be self-contained 
and independent of the main corporate governing body, to adopt a profit objective 
and generally to conduct themselves in the same manner as private sector bodies. 
As Tonge and Callaghan (1997) heve argued, if a public sector body is to be 
subjected to private sector competition in the provision of services (as is the case 
with the business units investigated here) the scorecard, especially as it affects 
those parts of the public sector body, may need to be more closely aligned with 
the needs of the private sector with which it has to compete. 

The counterpoint to the identification of potential problems of implementing 
the scorecard in the public sector is given by Atkinson and McCrindell (1997) who 
argued that ‘it is important for governments to design a more strategically-focused 
model for performance measurement; a model that creates a more effective 
means of determining performance against objectives, thereby enabling greater 
accountability by the government to its stakeholders’ (p. 21), Given the perceived 
importance of using effective SPMSs to promote new public management theory 
it is important that evidence on the factors influencing the relative degree of suc- 
cess or failure of SPMS implementations in the public sector are identified and set 
in context. The following section explains the way in which such evidence was 
gathered in this study. 


RESEARCH METHOD 


The key implementation success factors were initially identified based upon the 
review of prior research. The objective in developing such a list @ priori was to use 
it as a basis for focusing (but not limiting) attention in the interviews with the 
participants in the case study, that is, to guide in the design of the interview 
protocol shown in the Appendix. 

A number of aspects of implementation were not considered. Environmental 
factors, external to the organization, were not considered. For example, the 
relationship of environment and cbjectives to choice of strategy (Miles et al., 
1978; Porter, 1990) was not dealt with. The analysis of the impact of external 
events is limited to assessing how well the process of implementing the scorecard 
could or did respond to unfolding events. The objective question of whether 


2 Another issue noted by Pink et al. (2001) was the politicization of information. However, this did 
not appear as a significant factor in the implementation of the LGA’s scorecard. 
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management actually does make competent decisions on the basis of the information 
provided by the measurement and management systems is obviously also an 
important ingredient in the effective use of the scorecard. Howevez, studies of this 
aspect of the management decision making cycle are hardly ever undertaken, due 
to lack of access to the appropriate data, and this study likewise does not address 
that issue. As is evident in the research method described below, assessments of 
effectiveness are inferred from statements made in interviews, on the basis of 
participant perceptions. This approach is relatively subjective but it allows 
flexibility to pursue emerging themes. 


Approach to Interviewing and Document Analysis 

Although the major source on which the “indings are based is interview transcripts, 
documentation was used to verify or elaborate the interview data. Documentation 
obtained from the organization mainly related to the design of its balanced scorecard 
(i.e., in its idealized initial conceptual form). Publicly available material was also 
obtained from various sources. This included the organization’s corporate plan, 
annual report, operational planning documents, newspapers, internal newsletters 
and a training document. This material was used to check the reliability of the 
statements and views expressed in the interviews. For example, a respondent’s 
understanding of the design of the scorecard could be compared with the material 
communicated to staff by the organization. This helped to ensure that extraneous 
factors such as a lack of understanding or personal agendas were identified and 
recognized in the subsequent analysis. 

Key personnel from the Corporate Head Office and each business unit were 
interviewed. A total of thirty-three senior executive staff participated, including 
Head Office managers, chief financial officers, human resource officers and other 
senior managers from the four levels of the senior executive service. An outline 
of the research was given to the Head Office Managers who gave approval for the 
study in the relevant business unit. Details were then presented at a senior 
management meeting. At a later stage, twelve of the thirty-three interviewees 
were re-interviewed to clarify issues and to obtain additional information relating 
to the themes identified in the earlier phese? 

A semi-standardized approach to interviewing was adopted. This involved 
producing a number of predetermined questions and special topics (Berg, 2001). 
Although questions were asked in a consistent manner, the interviewer probed 
beyond the responses to the prepared, standardized questions. This allowed a 
greater ‘depth and detail of information’ to be secured (Emory, 1985, p. 160). The 
use of open-ended questions allowed individual respondents to express their 
views using their own terms, in familiar surroundings. Consequently, respondents’ 
views were guided but not limited by the questicns. As can be observed from the 
interview questionnaire protocol, the structure of the questions allowed the 
respondents to comment on unanticipated issues. 


3 Due to the sensitive nature of the interview data, nothing that could point to the identity of the respondents, 


including their positions in the organizations, is revealed when reporting extracts from the transcripts. 
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The protocol (see the Appendix) contained eighteen main questions, classified — 
under the key issues described above. The first two introductory questions 
established the background of the respondent and their knowledge cf the scorecard. 
The four questions Z(a)—2(d) under the strategy heading relate to general aspects 
of strategy implementation and alignmert via performance measures. Three 
further questions focused upon the consistency of the scorecard with compensa- 
tion incentive schemes. Questions 4(a) and, more pointedly, 4(d), under the 
‘outcomes’ heading, asked for general, open-ended comments on the impact and 
effectiveness of the introduction of the scorecard. Two questions, 4(b) and 4(c) 
sought respondents’ views on the importance of non-traditional, qualitative, key 
performance indicators and how well they appeared to be cascaded. The potential 
factors of communication and leadership were covered by questions 4(e) and 4(f) 
respectively. The final three questions elicited more general responses, designed 
to fill in gaps in the conversation and story, allow any unidentified themes to 
emerge and to provide an overall participant assessment of the effectiveness of 
the scorecard in the LGA. 

To establish a comparative basis for examining how the scorecard was 
implemented in each business unit, further subsidiary questions (not shown in the 
Appendix) were sometimes used to encourage interviewees to explain the context 
in which the scorecard was introduced, such as the of role of existing systems and 
perceptions about the working environment. For example, the meanings ascribed 
to the balanced scorecard by interviewzes were examined by open-ended 
questions such as, ‘What do you think about the value of the four quadrants as a 
measurement system?’ Similarly, general organizational and contextual information 
was gleaned from participants by asking them questions such as, ‘How would you 
describe the working environment in this organization?’ In keeping with the 
investigative objective, the planned questions were sometimes omitted or adapted 
and asked at a later stage, when interviewees’ answers suggested the timing was 
appropriate (Dalton, 1959). 

The technique for semi-structured interviewing just described, based upon a 
protocol, has been referred to as ‘dramaturgy’ (Berg, 2001). It is a style of 
interviewing that originates in a symbolic interactionist paradigm. A technique 
referred to as ‘creative interviewing’ (Douglas, 1985) was also adopted, allowing 
the interviewer to display their feelings during the interview as well as to elicit 
those of the interviewee. The intention of combining these techniques and 
approaches to interviewing was to allow the researcher to ‘get close to the action’ 
and reveal the meanings and motivations of the participants (Miles and Huberman, 
1996). 


Data Analysis 

The approach to coding the interview transcripts was based upon their latent 
content, which extends to an interpretive reading of the symbolism underlying the 
physical data (Berg. 2001) and looks for the ‘underlying, implicit meaning in the 
content of a text’ (Neuman, 1996, p. 296). Although the study does not follow a 
grounded research paradigm as such, the terminology and general approach to 
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coding suggested by Strauss (1987) provided a useful framework for analysis. It 
consists of examining the transcripts in three passes: the first pass is referred to as 
‘open coding’, the second as ‘axial coding’ and the last as ‘selective coding’ (Neuman, 
2000, p. 420). The aim of the open coding of interview transcripts was to identify 
and to form categories. The axial coding phase focused on interpreting the 
initially coded patterns as themes. In the final pass of the data (selective coding) 
passages were selected to illustrate the themes identified in the earlier stages of 
coding (Neuman, 2000). It is the result of this pracess and, in particular, the selective 
coding extracts that are the heart of the ‘Main Findings’ section, below. All 
participants were provided with a draft copy of an earlier version of this article for 
comment, to check the accuracy and acceptability of transcript extracts and that 
the account of the design and implementation of the scorecard corresponded to 
their knowledge and interpretation of the events. 


CONTEXT OF THE STUDY—THE LGA 


In early 1997 the Chief Executive Officer of the LGA instigated an enquiry into 
the suitability of the balanced scorecard as the basis of a SPMS. The Planning 
Section of the LGA undertook an assessment of the implementation of the scorecard 
in the City of Charlotte (see Kaplan and Norten, 1996). The subsequent, positive 
assessment of the scorecard for use in the LGA was generally supported by its 
senior management and resulted in the initial design of a scorecard for the 
organization in early 1998. The initial version of the system was implemented over 
a two-year period between 1998 and 2000. During this time the scorecard was 
used as a performance reporting mechanism and, for a short time from March 
2001, became a part of the formal reporting system of the LGA. In late 2002 a 
number of concerns about the usefulness of the implemented version of the 
scorecard led the LGA to develop a different type of SPMS, specifically adapted 
to the needs of a multi-objective organization. Those concerns are encapsulated in 
the factors identified in the next section of the article. 

The LGA operates a number of divisions and four commercial units (which 
comprise the case studies investigated in the research) under a business-like 
structure aligned with the LGA’s obligations under Australia’s National Competition 
Policy.* The divisions and commercial units organize their work according to the 
program objectives dictated by the LGA. These programs describe activities that 
are outlined each year in the LGA’s corporate plan. The LGA’s management 
structure separates the divisions that plan and manage programs from those that 
deliver the outcomes: ‘Purchasers’, such as Human Resources and the Planning 
Section, focus on strategies and are responsible for plans, budget and asset 
management; ‘Non-commercial providers’, such as Construction, focus on local 
service delivery and community facilities; and “Commercial providers,’ including 


* For details regarding Australia’s NCP, see ‘Australia’s National Competition Policy: Its Evolution 
and Operation’ at http://www.aph.gov.au/library/intguide/econ/ncp_ebrief.htm (available as at 14 
June 2006). 
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FIGURE 2 
ORGANIZATIONAL STRUCTURE OF THE LGA 
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the commercial business units investigated here, conduct activities such as 
transport and fleet management and are the major service providers to the rest of 
the organization and local residents. 

As shown in Figure 2, the local government authority operates in two distinct 
ways. Firstly, as a public sector, not-for-profit organization, as shown on the left- 
hand side of the diagram, and secondly as a number of commercial business units 
with profit objectives, as represented on the right-hand side of the diagram. These 
business units (A, E, C and D) repert to the Executive Management Team and 
also to the Commercial Board. This board performs the same role as the board of 
directors in a private company and is responsible for the overall strategy of the 
LGA and for the performance of the commercial business units.’ 

Prior to the implementation of the scorecard, the LGA’s performance reports 
were heavily finance oriented and did not follow any formal, key performance 
indicator model. They were also very traditionally budget oriented, with no stra- 
tegic plan or vision and little focus on customer service.° The Planning Section 
designed the scorecard (i.e., the corporate scorecard) for the whcle of the organ- 
ization. Consequently, the ‘public sector’ part of the organization imposed corpo- 
rate scorecard key performance indicators (containing public sector constraints) 
on the commercial divisions of the organization. No information was available 
detailing the changes made to the original design of the corporate strategic plan. 

The stated intention behind the scorecard was to gain a consensus among staff 
on the core strategies that were needed to deliver the LGA’s vision through linking 
planning to the performance management system. The following comment reflects 


5 The interview participants were drawn from the various business units as follows: Business Unit A: 
9; Business Unit B: 5; Business Unit C: 5; Business Unit D: 5; Business Unit E; 8. 


é Statement by LGA officer, 25 March 2000. 
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the internal environment and management philosophy before the introduction of 
the scorecard: 


ten years ago, the city... was not unlike most large municipal authorities—strong on 
tradition, bureaucratic procedures and technical skills, but with little sense of a vision of 
strategic focus. Its behaviour was based on an unswerving emphasis on budget, without 
overt commitment to customer or stakeholder service. 


Timeline Pertaining to the Implementation of the Scorecard 

Although the initial conceptualization of the scorecard occurred by 1996, its imple- 
mentation took place over an extended period and the process of developing a 
tailor-made SPMS from the experience continued after this study was completed. 
As the study was carried out during the initial period of design, implementation, 
assessment, change and redesign, the chronology of events is important. The main 
interviews reported in the following section took place between March and May 
2000. On the basis of follow-up discussicns with senior executives of the LGA in 
2003, it is evident that perceived problems relating to the use of the scorecard, 
such as conflicting views within business units relating to the processes used for 
the cascading of corporate indicators, were at taeir height during this period. 

The following timeline represents a summary of the sequence of events 
surrounding the taking of the transcripts. 

1996: The 1996/2000 Corporate Strategic Plan, with themes, outcomes, and 
targets, was designed under five dimensions: Liveability, Customer Service and 
Satisfaction, Financial Performance, Employee Involvement and Development, 
and Innovation and Learning. The then current Enterprise Bargaining Agreement 
(EBA)’ was introduced into the scorecard framework to develop bonus key 
performance indicators, including those under the Customer, Finance, Process 
and People headings. 

1997/2001: Planning for each of the LGA programs was implemented in 1997. 
The 1997/2001 Corporate Strategic Plan reflected a revised program structure, 
with programs, outcomes, indicators and targets classified under the five dimensions 
named above. Balanced scorecard implementation began in earnest, in the context 
of major organizational reform. 

1998: The 1998/2002 Corporate Strategic Plan and 1998/1999 Budget were fur- 
ther aligned under the five dimensions. Business Unit A and Business Unit D devel- 
oped individual scorecards to repert to the Commercial Board. 

1999: A review of the scorecard design and a revised application of the scorecard 
by the Commercial Board were undertaken. A prescriptive methodology was 
implemented for cascading the corporate scorecard down to the business units. 
This also included the use of the scorecard as a tool to report business unit 
performance to the Commercial Board. 

2000: Business units used the scorecard to report their performance on a 
quarterly basis to the Commercial Board from 30 March 2000. These reports, as 


7 EBAs result from a periodic, ongoing negotiation process governing wages and working conditions. 


They are common in Australia. Data about EBAs are available at: http:/Avww.workplace.gov.au. 


386 


© 2008 The Authors 
Journal compilation © 2008 Accounting Foundation, The University cf Sydney 


IMPLEMENTING STRATEGIC PERFORMANCE MEASUREMENT SYSTEMS 


well as the corporate scorecard reports, were used by the Commercial Board for 
discussion of strategic LGA issues such as evaluating the effectiveness of LGA 
programs for increasing community satisfaction. 

At the time the main interview transcripts were taken, the cascading of the 
corporate scorecard to the business units was ongoing and some of the comments 
in the interviews, reported in the next section, reflect this. In November 2001, a new 
CEO was appointed who, like the predecessor CEO, supported the implementation 
of the scorecard. 

A number of important, general contextual factors are evident from this con- 
sideration of the background organizational environment to the design and 
implementation of the scorecard in the LGA. First, the public sector business 
units used in the case study are expected to operate on a commercial basis. However, 
the LGA at the corporate level remains in the public sector arena, which results 
in a complex public sector, hybrid structure. These kinds of differences might be 
expected to affect a range of issues, particularly lines of communication and 
command. This in turn may (and certainly did in the view of senior staff of the 
LGA) affect the implementation and operation of the scorecard and its related 
strategies. 


MAIN FINDINGS 


The main findings fall into two major categories. The first pertains to the relation- 
ship between corporate and business unit strategies and the cascading of the 
scorecard, including the selection of key performance indicators in the business 
units. The second relates to the communication issue and other factors (leadership 
effectiveness, education and training, feedback and empowerment) interrelated 
with that issue. All extracts have been agreed with participants as being accurate 
and fairly reflecting context. 


Cascading of the Cerporate Scorecard to Business Units 

The effectiveness of the balanced sccrecard may be compromisec in a public sector 
organization where corporate objectives are dissimilar to those of the business 
units it governs. The organizational structure of the LGA appears to have led to the 
development of ccmpeting and often conflicting strategic objectives for Head 
Office and the business units. The size and complexity of the organization then caused 
conflicts between sirategies implemented at the corporate level and the business 
unit level. As a result, in this case the inter-organizational cascading of the corporate 
objectives embadied in the scorecard had the effect of causing conflicting priorities, 
with business units having to pursue corporate goals and initiatives superimposed 
over the operational requirements and financial targets of their units. 

Staff in all four business units described difficulties with respect to the appropri- 
ateness and application of the corporate scorecard indicators within their business 
units. Staff in units A and B specifically stated difficulties in meeting corporate 
directives—for example, having to comply with the LGA’s ‘Employer of choice’ 
policies while simultaneously attaining commercial objectives. 
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the mismatch is that they want to be the world’s greatest employer, but at the same time 
they want to be the most commercially efficient organization. 


The views expressed by staff in unit D were generally in agreement with those 
from A and B—that business units had different objectives to the LGA and that 
this impeded successful cascading of the corporate scorecard. They criticized the 
corporate scorecard for ignoring the diversity of the various business unit strategies, 
claiming that this resulted in the imposition of ineffective and generic LGA 
measures. Staff in unit C rejected the possibility of cascading the corporate 
scorecard appropriately, claiming that its application in the current organizational 
context was inflexible and prevented them from tailoring their targets in relation 
to their particular strategic objectives. 

Staff at Head Office also believed that the hvbrid structure of the organization 
caused conflicts between strategies being implemented at the LGA level and the 
business unit level. Several examples were offered by the interviewees at Head 
Office. One was of customer indicators being applied to business units that do not 
directly deal with the public. Another was indicators in the People perspective, 
such as sick leave and superannuation levels. which were not deemed to be 
commercially viable in the business units. Furthermore, a lack of understanding of 
performance targets, such as the federally imposed policy that 3 per cent of total 
wages be spent on training, resulted in an inconsistent application across the 
business units. 

Head Office staff appeared to be mostly in agreement with the view of business 
unit staff that not all corporate indicators apply directly to the business units’ 
strategies. What is attributable to the business units and what is attributable to the 
LGA as a whole may not be clear. As a result of these differences, the cascading 
model had the effect of causing conflicting priorities, with business units having to 
pursue LGA goals and initiatives that are dissimilar to those of their units. 

As noted above, a significant factor may be that the original design of the 
scorecard cascaded strategic outcomes rather than strategic measures. This suggests 
that outcomes and goals at the program level should have been used by the 
business units as a point of reference for the design of business unit level 
scorecards, rather than corporate indicators. This would have allowed flexibility in 
the application of the scorecard for business units. For example, a business unit 
could have interpreted staff satisfaction by monitoring the level of absenteeism, 
while a corporate unit such as Human Resources could have monitored this 
outcome by assessing staff turnover. As one member of staff argued: 


you don’t cascade KPIs, you should cascade success factors ... So that you enable people 
to develop relevant and useful measures at a local level, that are about how they locally 
contribute to a combined outcome... the LGA tended to push the indicators down, so 
there are instances where people measure some things that are not relevant to their local 
business requirements... 


The Head Office cascaded KPIs rather than goals down to the business units, 
which actually went against the original design prescribed for the LGA. The original 
design (according to the architect of the LGA scorecard) would have allowed 
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outcomes and the design of measures pertaining to a particular strategy to be 
directly related to the contextual factors pertaining to zhe business unit. The manager 
of the Planning Section at Head Office believed that not enough guidance and 
support had been given by the LGA in relation to how the corporate scorecard 
should cascade dowr to business units. It was also Zelt by some respondents that 
there had been a lack of accountability by Head Office in developing a central 
framework and guidelines about how the scorecard should be used. From their 
viewpoint, Head Office staff felt that their responsibility was limited to the overall 
design of the corporate scorecard, with the Executive Management Team being 
responsible for reviewing and evaluating scorecard information. 

Interviewees from all four business units in the case study claimed to have 
experienced difficultizs in the application of the scorecard. In adopting a top-down 
approach to the balanced scorecard implementation, the LGA introduced a 
process that was perceived by business units as being both too prescriptive and 
not flexible enough to take into account the uniqueness and diversity of individual 
business unit strategies. Consequently, the managers and staff in the business 
units regarded the scorecard as a set of restrictions, or boundary settings, rather 
than a guide to objectives. Consequently, in attempting to do what Head Office 
required, some of the business units felt they were distorting their own business 
priorities. 

These findings illustrate how cascading of the scorecard in certain contexts may 
result in conflicts of strategy. When business units are interrelated, their scorecards 
should be aligned tc the corporate scorecard so that a uniform vision and overall 
strategic goals are achieved (Olve et al., 1999, p. 74). However, where business 
units are independent of each other in terms of their activities and markets, Olve 
et al. advocate that the business scorecard should be designed independently of 
the corporate scorecard: This was nct the case with the LGA: 


Yes, we are a disparate organization, and therefore ‘one-size-fits-all’ is not necessarily 
appropriate when you get down to it. You might have some concerns about particular 
indicators like training percentages, or lost time injury frequency rate, which mean 
nothing. We prefer to measure lost productivity from workers compensation claims. 
[However] you get some ... corporate mandates that you don’t like. 


Kaplan and Norton (2001) did not offer advice as to how organizations should 
achieve synergy across their business units, but simply stated that a ‘broad spectrum 
of approaches’ ‘p. 187) should be used. The choice of performance measures is 
specific and is dependent on the strategic objectives of the business unit. There 
was widespread perception that this was a problem in the LGA, for example, 


The challenge is to find good measures that mean something to your business, that give 
you a good result. Now I don’t think that [the LGA] has fully captured those because our 
focus has always been on what can we do [tc] fit the council [scorecard]. 


The sentiments expressed in the above interview extracts suggest that, in the 
context of the case study organization, participants believed individual business 
units should develop their own scorecards in the “ight of their own strategies. A 
manager of one of the business units expressed the following opinion: 
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the pragmatic approach would be to have a menu of indicators and [for] each business or 
division ... to select the combination they think is most appropriate, and then set the 
targets that are relevant and have some stretch in them, taking into account the current 
state of progress or development. Best practice, known best practice, either in that type 
of industry or similar industries [requires that] resources . . . are going to be available [for 
this]. [Then] everyone will have a balanced scorecard, everyone will have indicators that 
are relevant to their business and [which] they can actually influence, and they will have 
targets that are relevant to their state of progress or development, and are stretching. 


So, while the Head Office managers acknowledged that the scorecard measures 
had been designed to ‘fit within the bigger LGA picture’, the challenge lies in 
finding good strategic measures that relate specifically to the objectives of the 
business unit. 

These findings highlight the fact that it is the specific strategies of the corporate 
and business units that determine how the corpcrate scorecard is cascaded. Earlier 
scorecard literature highlighted the importance of KPIs reflecting the strategies of 
an organization. Recent research has extended the prescriptive design of the 
scorecard throughout organizational levels, noting that: (a) individual business 
units should develop their own scorecards in the light of their own strategies and 
(b) the measures chosen and, therefore, business unit measures are not necessarily 
a simple decomposition of the corporate scorecard. Applying this argument to the 
case study organization suggests that the business unit scorecards would have 
been better designed, in the first instance, independently of the corporate scorecard. 
Evidently, the application of the balanced scorecard in a complex hybrid environ- 
ment, without sufficient consideration being given to the cascading issue, can 
seriously undermine perceptions of the scorecard’s effectiveness in practice. 


Communication and Related Issues 
The research highlighted the fact that the factors determining the success or 
failure of scorecard implementation are highly interdependent. Figure 3 summarizes 
the relationships inferred in the case study organization on the communication 
issue and elements of this relating to leadership, training, feedback, and employee 
empowerment. Reinforcing the weaknesses in the last three was a somewhat 
ineffectual, though rationally conceived, incentive compensation scheme. 
Examining these factors within the case study organization in more detail, it is 
evident that weaknesses in leadership contributed to a lack of communication through 
inadequate training, especially in lower levels of the organization. While the role 
of a ‘transitional leader’ was evident in terms of initiating and leading the balanced 
scorecard design, leadership during the implementation was lacking and exacerbated 
by the uncertainty surrounding the change in CEO that was eventually finalized in 
2001. Inadequate training was evidenced by significant confusion as to how the 
scorecard should operate. An examrle of this problem was in the inconsistent use and 
different calculations of the same basic measure across business units. The following 
extracts indicate the dependency of communication on leadership and training: 


I think the main thing that comes cut [of Head Office] is that they question when our 
benchmarks are not within reasonable range of what the scorecard says. 
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FIGURE 3 


OBSERVED RELATIONSHIPS BETWEEN THE IMPLEMENTATION 
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in our case, I don’t think [the scorecard] is well communicated past management. I don’t 
believe there’s been sufficient education on the balanced scorecard. I’ve had very little 
here. 


I think the balanced scorecard is recognized as a valuable management tool... One of 
the problems though is that [they do not] fully consider the implications of putting it into 
place, . . . rolling it all the way down to our lower level. 


Empirical research suggests that many companies have difficulty in managing 
and communicating with the lower levels of the organization, with there often 
seeming to be little connection between the CEO’s objectives and front-line 
workers (Martin, 1998). This seems to have been an issue here also: 


Probably generally [there is a] lack of understanding at the lower level and hew that fits 
to them. I can understand how it fits to my job, supervisors can see how it fits to their job, 
but getting people to understand financial outcomes. How does that fit to them? Business 
processes, how does that fit to [an operational employee]? . .. Yeah, I think it needs more 
selling across the organization... 


An interrelationship is also evident between adequate communication and 
feedback and adaptation. Feedback on the lack of understanding of the scorecard’s 
purpose and application, notably in the operational and lower levels of the 
organization, indicates that the scorecard was undermined as a communication tool: 


Well I guess we’re still battling to communicate the indicators. We haven’t successfully 
bridged the gap [between us and the operational employees]. We still have . . . meetings, 


391 


© 2008 The Authors 
Journal compilation © 2008 Accounting Foundation, The University of Sydney 


ABACUS 


but I’m not quite sure our message gets througk to the other [operational employees 
who] don’t get to those meetings. So from all those ... meetings that we have when we 
produce the scorecard measures, we don’t actually get down to each level. If they don’t 
read the minutes then they don’t know about it [the scorecard], then maybe they aren’t 
interested in that anyway, we’re rot really feeding our message across to the broader 
perspective. It’s an issue we have to look at.... Well it [the scorecard] is certainly well 
documented, and that does feed dawn into the balanced scorecard units. How far it goes 
under management level, I would say it’s probably not well published or pushed. I think 
people know it exists, I just don’t know hcw much people are aware of whether they’re 
achieving the KPIs or not. There is 10 mechanism in place to receive this type of feedback. 


Feedback and adaptation is dependent on adequate training because, without 
the latter, functionally useful feedback in relation to balanced scorecard use is 
unlikely to be obtained. Conversely, adequate training cannot be attained without 
a feedback mechanism to ascertain the level of understanding by employees. 

It was evident from the interviews in this case that a lack of communication 
regarding the implementation of the balanced scorecard, especially below the 
middle management level, made subsequent feedback in relation to its use 
difficult. The apparent lack of success by Head Office management to address 
the conflicting key performance indicators in business unit scorecards indicates 
the inadequacy of the feedback and adaptation process: 


The weakness in the implementation of the scorecard is that it’s poorly understood... 
We've only had a brief training session, just enougk understanding for the basics of it... . 
They don’t understand the difference between an output and an outcome in terms of 
indicators. Some of the executives do. But by and large, the organization, if it was asked 
to develop something on safety, will typically go for an indicator like number of safety 
courses done, as opposed to the number of injuries. 


Also interrelated with the principle of adequate training is employee empower- 
ment through devolution of power and responsibility. This principle implies that 
if all employees understand strategy, are committed to their firm’s strategic goals, 
and share power and responsibility to achieve those goals, the probability of a 
successful scorecard implementation is increased. Employee empowerment was 
lacking in the case organization due to a rigid management hierarchy: 


I would probably limit the scorecard’s success to middle and senior levels of manage- 
ment and within this organization, it fails dismally as a communication tool for 90% of 
the workforce ...it continues to kave limited relevance to a large proportion of the 
workforce. That’s a fundamental weakness and it’s more of a reflection probably on our 
management style and the structure of the business rather than the scorecard itself. 


The limited extent of commitment to the scorecard is denoted by the lack of 
employee involvement in the sccrecard process (specifically referred to by the 
respondent quoted below as ‘strategic discussions’) which in turn implicitly 
highlights the low level of employee empowerment: 


So I think there’s been a failure to spend the time in strategic discussion, agreeing what 
the real critical issues are in implementing the scorecard and what type of obstacles we 
are facing. And that’s why there is a relative excess in the numbers of indicators. 
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Similarly, another employee stated that ‘because it is corporately imposed and 
it’s a little bit rigid, it does take away some of the discretion’. In theory at least, 
the scorecard is about empowering people throughout the organization and en- 
abling them to focus on what they should be contributing to the corporate vision 
(Stewart, 2001). The perception that staff at lower levels of the organizations were 
not empowered by the scorecard was a majority view. The following is typical: 


Only in that, a lot cf... [operational employees] still don’t believe they've got enough 
influence to change the KPIs....I haven’t got an answer [to] how we get everyone 
involved [so] thet they all feel that, ‘ves, I can go out and do this’... I don’t think right 
through the organization that it’s raised ... people perceive it as if it doesn’t help them 
[and that] it’s nothing to do with them. 


A well-communicated scorecard shculd enable an organization to build consensus 
around strategic objectives and send the message that the employees will be 
measured for undertaking tasks that the organization believes will drive its end 
results (Cameron, 2002). However, the lack of communication and dissemination 
of the scorecard to lower organizational levels in the case study organization is 
indicative of a lack success in achieving employee empowerment. 

In the final analysis, of course, a key to the successful impact of communication is 
motivation. Motivation is encouraged if the scorecard is appropriately linked to incentive 
compensation schemes. The initial design of the LGA scorecard was intended to provide 
linkages to compensation systems but the implementation of the link lacked force. 
EBA incentives, though well understood, often did not seem material enough to staff. 

The inter-relationships between the various criteria and the lack of success in 
motivating staff to zhe scorecard’s objectives can be seen from this quote: 


Question: So if I went down, your [operational employees] would know about the 
balanced scorecard? Answer: The balanced scorecard would mean absolutely nothing to 
them whatsoever, and] if you asked about key performance indicators you might get 
blank looks there. But if you asked them about EBA, you might get some lights triggered 
on there. And par-icularly if you asked them about things like ... absenteeism, they'd 
say, ‘oh yeah, we’re being measured on that’. So they wouldn’t kncw the terminology, 
and that’s partly our fault because we don’t communicate clearly, partly because they 
don’t care, which is fair enough too. 


At lower levels, the incentives were seen as de-motivating in some cases: 


Well they’re not motivated because they know they can’t do anything. In real terms 
there’s nothing they can do practically to influence that. But its par: of their bonus, it’s 
mandatory....in some ways it can de-motivate people, because they know that... 
there’s always a risk they will see it as a means to not pay people. So you can make it so 
tenuous and so difficult, you can always say at the end of the day, ‘well you’re not going 
to get as much bonus as you thought you would because this didn’t happen’. So having 
corporate-wide indicators ...I think is in some cases too tenuous and it doesn’t drive 
performance. It actually makes people react negatively. Because they think it’s a means 
to reduce their boaus, rather than a means to let them achieve something. 


Question: There is no possibility to take those measures and make them more specific to 
the individual? Answer: They're mandatory, the words, the targets are mandatory. No 
negotiation. 
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Also, at senior level, it was not clear if the incentive schemes were effectively 
embedded in the scorecard: 


I’m not privy to the CEO payment agreement and [to that of] the divisional manager to 
[be able to say] what [their] bonus, [their] contract constitutes. That’s quite confidential. 
So if it does occur, I’m just saying, I’m not aware of it, and if it does, then there’s no 
recognized link [with] the scorecard. 


The case of this LGA therefore highlights, in addition to the cascading problem 
recounted in the preceding section, the importance of effective communication 
for successful implementation of the scorecard. Effective communication is not 
simply about passing on the meaning and principles governing the scorecard. It is 
about gaining the commitment of an informed staff to the implementation. 
Leadership, training, feedback systems and employee empowerment supported by 
incentive schemes that work are all important interrelated factors in ensuring 
effective communication of purpose and value of the scorecard and thus gaining 
commitment. Weaknesses in these principles made scorecard implementation less 
effective in the LGA than it could have been. 


CONCLUSION 


Key factors in the effectiveness of the balanced scorecard identified in this case 
study show that the relationship between strategies at corporate and business unit 
level is critical in determining the design of the scorecard. In the examined organization, 
business units had strategic objectives, independent of the corporate unit. As a 
consequence, the cascading of corporate KPIs resulted in initial business unit 
scorecards that were not as effective as they could have been in describing unit- 
specific strategies, failing to recognize the rationale behind such unit strategies. 
Hybrid public sector organizations such as the LGA have different functional 
units at different levels within the organization and have a variety of different 
strategic perspectives. Thus the problems identified in this case study are likely to 
have parallels in other similar organizations. 

The research also highlighted interrelationships and dependencies among 
some of the factors identified in prior research as being significant to scorecard 
effectiveness. Deficiencies in effective communication through failures of 
leadership, training, feedback and adaptation systems, low employee empowerment 
and inadequate incentive structures appeared to be particularly significant here. 
Elimination of weaknesses in these areas was seen by many of the participants to 
be necessary to support the effectiveness of the balanced scorecard. 

Ultimately, the problems with cascading are also inter-related with the com- 
munication problem, since, as one of the above quotations suggests, the latter lead 
to a proliferation of measures that prevented the adaptation of the scorecard to a 
more suitable form, at least in its manifestation when this study ended. These 
inter-related factors are implicitly or explicitly identified in prior research. The 
cascading element is perhaps the most novel element but is nevertheless essentially 
a special case of the problem of alignment in the context of a multi-layered, 
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multi-objective organization. The factors entering into the set cf problems that 
have been referred to as a problem of communication have also, sometimes with 
different names, been individually identified as being significant in management 
accounting change. The corporate champion, the need for education and devolution 
of authority were factors named in Shields (1995) and Cavalluzzo and Ittner 
(2004), for example. However, as Kasurinen (2002) and Brignall and Ballantine 
(2004) argue, context is important in understanding how the various factors 
come together over time to impact on the effectiveness of an implementation. 
The specifics of the inter-relationships are path dependent, which is what 
makes the case method in a longitudinal study a useful way to investigate this 
phenomenon. 

While this research is based upon the case study method and generalizations 
can only be made cautiously, it is plausible that the factors underlying successful 
SPMS implementations identified in this article have applicaticn in many large 
multi-objective organizations. It is evident that more research is needed on the 
adoption of the balanced scorecard framework at a business unii level in public 
sector organizations, especially in hybrid structures where the strategic objectives 
of business units may be very different to those pursued by the corporate 
headquarters. The problems identified here are not insurmountable problems in 
the application of the scorecard, as they can be circumvented by appropriate 
measures. Since this research was carried out, the LGA has, in fact, developed an 
innovative SPMS that is designed to suit its specific needs that, in the view of 
senior officers, overcomes the problems identified in this article. 
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APPENDIX 
INTERVIEW PROTOCOL 


A semi-structured approach was adopted in interviewing participants. A short 
checklist of questions was used to ensure that topics central to the research 
question (such as cascading and the effectiveness of tying compensation to the 
scorecard) were covered in the interviews. Although the questions are asked in a 
consistent manner, the interviewer frequently probed beyond the questions listed. 
The use of open-ended questions allowed respondents to express their views on 
issues not necessarily anticipated by the interviewer and provided the opportunity 
to cover factors deemed important to the respondents. 


1. Introductory Questions 

a. What are your current responsibilities and how long have vou been in your 
current position? 

b. Could you give me a brief overview of the balanced scorecard in your business? 


2. Strategy 

a. Please explain the process used to design the scorecard measures in your 
organization or business unit. 

b. Do you believe that the scorecard has been an effective strategy implementation 
tool? If so, how? If not, why not? 
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. Please give some examples of how your strategy was translated into perform- 


ance measures or how the performance measures reflect the strategy of your 
organization. 


. Have you found the scorecard measures relevant to your strategy? How useful 


do you consider the information? 


Compensation Incentive Systems 
What criteria do you use to evaluate your manager’s performance? 


. Are those criteria linked to your PMS? If so, how? 


Do you believe that the link motivates employees to pursue your strategic 
objectives? 


4. Outcomes of the Balanced Scorecard 


Please comment on some of the outcomes of having implemented the 
scorecard in terms of how it may have helped the organization. 


. How useful and reliable are the qualitative and quantitative performance 


indicators? 

How has the scorecard helped to decompose or translate goals to lower levels 
in the organization? Has this proven to be of benefit? If so, what kind of 
benefits? 


. Are there any current or past improvement initiatives in your organization that 


have been encouraged or influenced by the scorecard project? 

How valuable is the scorecard as a communication tool? 

What role did the CEO play in the balanced scorecard design and implementation 
process? 

What do you think are the main strengths of the scorecard? 


. What do you think are the main weaknesses of the scorecard? 


What suggestions do you have for improving the scorecard? 
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Accounting for Public Hospitals: 
A Case Study of Modified GAAP 


Public hespitals in the U.K. apply GAAP as modified by the Treasury, 
the Financial Reporting Advisory Board (FRAB) and the Department 
of Health. Individual National Health Service (NHS) Trusts apply their 
interpretation of the accounting manuals with further guidance and 
scrutiny from oversight bodies such as the Audit Commission. This article 
uses a case study approach to investigate how GAAP is modified and to 
outline the consequences of the constructed reality. The modifications 
are layered and often opaque. The accounts are constructed according to 
accounting requirements stipulated by Government and the account 
preparers adapt the requirements at Trust level. The accounting statements . 
play a part in constructing a reality (Hines, 1988) that has consequences 
through the NHS controj regime and in how the financial position is 
portrayed to the public. It appears thet GAAP is used to legitimate the 
NHS as a modern organization applying commercial accounting practice, 
but the accounting statements provide a distorted view of GAAP 
compliant statements. The accounting, while not itself real, is real in its 
consequences and can lead to biased decision-making, service closures 
and job losses. The planned compliance of NHS Trusts with international 
GAAP may provide further scope for modification and manipulation in 
constructing NHS accounting reality. 


Key words: Accounting, public sector; Constructed reality; GAAP, 
modified; Hospitals. 


Public sector accounting has undergone extensive and radical reform: the 
introduction of accrual accounting by governments and other public sector bodies 
has been widespread, across Europe, Scandinavia, the U.S.A., Australia and New 
Zealand (Nasi, 1999; Newberry, 2001; Ellwood, 2003; Barton, 2005). However, 
accrual accounting in the U.K. public sector has modified the commercial 
approach. Some of these modifications are specified by the Treasury, others are 
initiated by account preparers. The article uses a case from the National Health 
Service (NHS) in England to show that accounting constructs a reality that has 
wide repercussions in terms of accountability and the actions taken consequent 
upon the perceived accounting reality. 
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Accrual accounting may be more apt (than cash accounting) but in what form? 
Waat valuation system is appropriate; what is ihe function of the balance sheet? 
Under what circumstances can a public sector body be said to make a surplus or 
meet its break-even target? Debates over these matters of importance seem to 
have been largely overlooked in the haste to apply accrual accounting and produce 
‘whole of government accounts’ (Newberry, 2001; Barton, 2005; Simpkins, 2006). 
This lack of debate enables ‘modifications’ to be made without a framework by 
which to judge their suitability. Yet acccunting does not merely reflect reality, it 
plays a part in constructing reality (Hines, 1988). The perception created gives 
rise to action, ‘[i]f men define things as real, they are real in their consequences’ 
(Hines, 1988, p. 257). 

Wew millennium accounting debacles such as the U.S.A.’s Enron, Worldcom 
and Australia’s HIH have shown that accounting can not be regarded as a 
practical subject where certainty of accounting treatment exists within the 
commercial sector. Perceptions of certainty are an illusion. It is important to 
have accounting debate to ensure accounting provides a suitable reflection of 
reality. This reflection is even more important if commercial accounting stand- 
ards are to be applied (with modification) in a sector for which they were not 
designed. 

Academic commentators have questioned how commercial accounting 
approaches are adopted by public sector bodies and the consequences. See, for 
example, Ellwood (2003) on the diverse approaches adopted throughout the U.K. 
public sector, Barton’s exposition of the Australian Ministry of Defence as the 
country’s most profitable enterprise despite receiving all its funds from government 
(Barton, 2003) or Newberry and Pallot’s (2005) insight into how technical 
accounting mechanisms adopted in New Zealand have contributed to reduction in 
size and capacity of government. The 2006 announcements in the U.K. health 
service of record deficits are not independent of the accounting system and the 
way those deficits are measured (National Audit Office, 2006) can have a major 
impact on public sector jobs and services (Guardian, 7 April 2006). 

In 1980, Burchell et al. claimed the ‘number of empirical studies of the organ- 
izational operation of accounting systems is few indeed, and even less is known 
about the operation of regulatory bodies in the accounting area or the broader 
social context of accounting development’ (p. 22). Humphrey and Scapens (1996, 
p. 85) note repeated calls from accounting researchers for case studies in account- 
ing practice. Case studies have emerged to expose operational difficulties of 
accounting approaches (Walker et al., 2000) or illustrate how organizations like to 
be portrayed (Arnaboldi and Lapsley, 2004). Hopwood (1984, p. 185) demon- 
strazed that ‘the consequences of accounting do not necessarily have a close and 
automatic relationship with the aims in the name of which it is introduced and 
changed ...It is therefore always legitimate to seek to confront accounting with 
an analysis of the specific consequences which it has had.’ Using a case study to 
investigate how accounting is applied in a U.K. hospital Trust, this article seeks to 
show that how accounting portrays organizaticns can have real consequences 
(Hines, 1988). 
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The U.K. National Health Service was created in 1948 as part of a Welfare State 
to provide healthcaze from the “cradle to the grave’ generally free at the point of 
access. The service is funded from central taxation and the government has remained 
committed to publiz funding despite moves to introduce competition end allow 
NHS Trusts greater autonomy (Department of Health, 2000; HM Treasury, 
2002a, 2004). In 1991, when NHS Trusts were established major changes in finan- 
cial reporting were introduced. The accounting changed from partial accruals to 
full accruals, with -ixed assets and depreciation appearing for the first time on 
NHS balance sheets. The NHS internal market reforms led to the separation of 
purchasing and provider functions in England. The previously top-down funding 
system was transposed into allocations to purchasing authorities that commission 
services from provicer organizations. Initially, the purchasers were health authorities 
and GP fundholders, but later Primary Care Trusts became the main purchasing 
organizations. Figure 1 illustrates the funding and accountability relationships in 


FIGURE 1 


THE STRUCTURE OF THE NATIONAL HEALTH SERVICE, 2005-06 TO 2006-07 


Department of Health 


Monitor 
(independent regulator 
of Foundation Trusts) 
established 2004 

















Strategic Health Authcrity 
28 in 2005-06 
1C in 2006-07 












NHS Trusts 
236 in 2005-06 
210 in 2006-07 






Primary Care Trusts 
303 in 2005-06 
152 in 2006-07 





NHS Foundation Trusts? 
32 in 2005-06 
59 in 2006-07 






Arrows denote funding and accountability relationships. 

* Foundation Trusts ar2 new types of hospital intreduced in April 2004 and are subject to a different 
financial, performance management and audit regime. They receive income under the national tariff 
system (Payment by Results) for treatments, they may keep surpluses and take out loans. NHS Trusts 
are currently required to pay excess funds into national coffers if their costs zre significantly below 
tariff, cannot keep surpluses and are not allowed to borrow outside the NHS. 

Source: Adapted from National Audit Office (2007). 
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2005-06. A provider NHS Trust has a board comprising executive and non- 
executive directors. Their originating capital and subsequent capital from the 
Department of Health is in the form of public dividend capital (PDC). A dividend 
is paid on this capital to the Department of Health. 

Hence from 1991 NHS Trusts sold their services and received their income 
through ‘contracts’. Outside the main funding flows, NHS Trusts are charged by 
the Department of Health for the cost of funds invested through a capital cost 
absorption rate (originally 6 per cent, but in April 2003 reduced to 3.5 per cent). 
The dividends that Trusts pay quarterly in advance to the Department of Health 
are based on the capital cost absorption rate and provide the Department with a 
return on the public dividend capital it holds as an investment in its accounts. 

Every NHS Trust was required to prepare full GAAP-compliant accruals 
accounts from the point at which it was established (HM Treasury, 2005). In 2005- 
06 there were 236 NHS Trusts in England and Wales (NAO, 2007) providing 
hospital, community, mental health and ambulance services. Each Trust has a 
statutory obligation to achieve break-even on its income and expenditure. How 
any deficits were to be recouped was a source of consternation and in 2006 was 
labelled ‘unsustainable’ (Department of Health, 2006a). 

Resource Accounting and Budgeting (RAB) applies to government departments 
and to the Primary Care Trusts (PCTs). The Treasury determines the Financial 
Reporting Manual (FReM) for government departments. The Secretary of State 
for Health produces the Manual for Accounts for NHS Trusts; any divergences 
from the FReM are agreed with HM Treasury. Unlike PCTs, NHS Trusts are not 
consolidated in the Department of Health Resource Accounts (HM Treasury, 
2005), as they are deemed outside the accounting boundary, but their capital 
expenditure does count against departmental spending (Heald, 2003). The 
revenue income of NHS Trusts is largely included in the consolidated accounts of 
the Department of Health as expenditure (commissioning costs) of the PCTs. The 
accounting for NHS Trusts also comes under the purview of the Financial Report- 
ing Advisory Board (FRAB).’ The Manual for Accounts states it follows GAAP, 
modified as necessary for a public sector context. A further version of the NHS. 
manual applies for Foundation Trusts (Monitor, 2005). However, the NHS Trust 
case study analysis of the balance sheet (and to a lesser extent the operating 
statement and disclosure notes) reveals that modified GAAP provides a hidden 
power to construct a reality. Further, that political expediency creates confusion 
and has far reaching consequences in terms of public accountability and Trust 
managerial decisions. 


1 The FRAB was established in 1996 to act as an independent review in the process of setting accounting 


standards for government during the developmen: of resource accounting. The role of the Board 
was given statutory footing by the Government Resources and Accounts Act 2000, which requires 
the Treasury to consult on financial reporting principles and standards. The Board’s remit has 
grown since 1996 and now includes advising on financial resorting across the U.K. (principles only 
in Scotland) for departments, executive agencies, executive non-departmental public bodies, trad- 
ing funds and health bodies. The Board also advises the Treasury on the implementation of 
accounting policies specific to Whole of Government Acconnts. 
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The Worcestershire Acute Hospital NHS Trust (WAHT) covers a population of 
half a million and employs 4,000 staff. Healthcare is provided from three main 
locations: a new, privately financed hospital in Worcester, a traditional district 
general hospital in Redditch and a treatment centre in Kidderminster (developed 
from a traditional hospital in 2004 to provide largely elective care on a day or 
short stay basis). The Trust has a high profile as it has an early private finance 
initiative (PFI’) hospital and a semi independent treatment centre but also as the 
local Member of Parliament for Kidderminster was the country’s only independent 
MP, elected in 2001 on a platform of ‘Save Kidderminster Hospital’. WAHT 
therefore features regularly in parliamentary debates. 

WAHT had total revenue income of £225m in 2005/06, all but £1.3m from 
within the NHS. The Income and Expenditure Account showed a deficit of just 
under £5m, the balance sheet showed total net assets of £169m at 31 March 2006 
and a cumulative deficit of £26m. The published annual report, the full statutory 
accounts and access to Board minutes and auditors’ reports enabled a detailed 
case study analysis. 

Before analysing the financial statemen:s, an overview of the private financing 
scheme for the Worcestershire Royal Hospital is provided, together with an 
outline of its accounting treatment. The case study encompasses accounting for 
the private financing scheme, an analysis of the financial statements focusing on 
the balance sheet and a brief discussion of the impact of the accounting treatment 
on the actions of the Trust. 


Accounting for the Privately Financed Worcestershire Royal Hospital 

Worcester health authorities had striven for decades to replace old hospitals in 
Worcester with one new facility but had teen unable to secure government funds 
for more than an initial part opened in 1979. A contract te construct a new 
hospital for Worcester was signed March 1999 with a private sectcr partner, 
Catalyst Healthcare (Worcester) Limited. 

The main partners (equity shareholders) are Bovis Construction Ltd, ISS 
Mediclean Ltd, Bovis Facilities Management. Siemans Healthcare is a non-equity 
holding subcortrastor. Acute healthcare previously provided tetween three sites 
in Worcester would be provided from one. Upon completion of the new hospital, 
two of the old buildings, one that had been existence since 1746 and a further 
temporary constriction built in 1940, were to be closed. The third site, which was 
phase one of the District General Hospital constructed in 1979, would be retained. 
The new hospital was to be constructed on land adjacent to this building and built 
under a PFI scheme. Building work commenced March 1999 and was completed 


2? PFI is a way of funding major capital investments without immediate recourse to the public purse. 
Private consortia, usually involving large construction firms, are contracted to design, build, and in 
some cases manage new projects. Contracts typically last for thirty years, during which time the 
building is leased. At March 2008, PFI hospital schemes in England with < capital value of over 
£3.5bn were operational and a further £2.5bn agreed. 
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31 December 2001. The hospital opened 16 March 2002. The concession agree- 
ment runs for thirty years. Catalyst is responsible for the provision of non-clinical 
services through its constituent partners: 


maintenance, materials management, reprographics (Bovis FM), 

catering, housekeeping, linen and laundry, portering, telecommunications, 
waste management (ISS), and 

purchase, maintenance, repair and lifecycle replacement of all equipment and 
furniture (Siemans). 


The capital cost of the Worcester PFI scheme was £102m but WAHT 
transferred assets into the PFI scheme valued at £19.4m (including land £9.8m, 
buildings £4.9m and equipment £4.4m). The transfers reduced the financial cost 
of the scheme, which was financed by Catalyst with money raised by a (non- 
government) bond providing £82m. 

The Treasury and the Department of Health prescribe complex accounting for 
PFI schemes. The Worcestershire Royal Hospital is not treated as a capital asset 
of the Trust during the concession period. At the end of the concession period all 
buildings and equipment included within the PFI will pass to the Trust at nil con- 
sideration. The assets (land, buildings and equipment) transferred by WAHT into 
the scheme are recorded as deferred assets. 

The annual charge for the provision of the hospital and services in 2005 is 
approximately £23m. A unitary payment is made on a monthly basis. In addition 
the Trust pays for any service that ralls outside the contract at an agreed rate. The 
payment relates to availability, performance and volume: 


» Availability—this, theoretically, can result in a penalty if there is non-availability 
of service. 

» Performance—this is self-monitored, matrices detail standards completed 

monthly. 

Volume—the set occupancy level is 90 per cent, additional charges of several 

hundred thousand pounds are paid if this is exceeded (the hospital operates 

rcutinely at 98 per cent occupancy and has never been as low as 90 per cent). 


At the end of the concession period 2032, the buildings and equipment transfer 
to the Trust, WAHT will have paid for their use over thirty years but they will 
have further useful life as they will have been maintained at new state throughout 
the concession period. The residual value is estimated at £106m (in present value 
terms). This residual value is built up on the Trust balance sheet on a 2.2 per cent 
annuity basis over the concession period. (The Treasury has changed this rate 
twice since the hospital opened in 2002.) Thus in the balance sheet, the fixed 
assets include a residual interest of £5.2m at 31 March 2006 which has been built 
up through four annual transfers from the annual payment. 

In summary, the effect on the accounting statements is: The Income and 
Expenditure Account bears a charge for the use of PFI assets and services less the 
amount transferred to residual interest plus the amortization of the deferred 
assets as illustrated in Table 1. The items in Table 1 are not shown separately on 
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TABLE 1 


WORCESTER ROYAL HOSPITAL—ILLUSTRATIVE PFI ACCOUNTING DATA 





Scheme: capital cost £102m 


WAHT (deferred> assets transferred into the scheme £20m 

Catalyst Healthcare—finance raised by bond £82m 
Income and Expenditure Statement, 2005/06 

Annual unitary charge and further payments to Catalyst £23m 

Less annual amount transferred to residual interest (£0.5m) 

Amortization of deferred assets £1.1im 
Balance sheet items as at 31 March 2006 

Tangible fixed assets: only residual interest shown £5.2m 

Current assets: deferred assets after amortization £12.9m 





the face of the accounting statements but are identified here to aid understanding 
of the analysis of the statements. 

The balance sheet does not include the new hospital but a residual interest that 
will accumulate to the residual value of the hospital at the end of the concession 
period and deferred assets (at the value at the start of scheme less accumulated 
amortization). 


Analysis of the Balance Sheet and Further Disclosures 
The summary accounting statements are produced in an Annual Report presented 
at the Trust’s September Board Meeting or Annual General Meeting (AGM). 
The full accounting statements and disclosures are available on request. 

Table 2 shows the balance sheet for the three years to 31 Marzh 2006. The bal- 
ance sheet was restated in the previous two years largely because of anomalies 
(late guidance) on the treatment of PFI items. 


Fixed Assets £162m The fixed assets of WAHT comprise mainly land, buildings 
and equipment. The Trust manages three hospitals in Worcestershire but the 
largest hospital with a capital cost of over £100m that opened in 2002 does not 
appear on the balance sheet as outlined above, the hospital and its equipment 
were provided under the private finance initiative. An Amendment to FRS 5, 
Reporting the Substance of Transactions (ASB, 1998) together with HM Treasury’s 
Technical Note (Revised), How to Account for PFI Transactions, enable the hos- 
pital to be treated by WAHT as off balance sheet. It is argued that the payments 
for the infrastructure are not clearly distinguishable and therefore under FRS 5 
and the Treasury’s Technical Note, the hospital and the liability to pay for it are 
only recognized if further analysis of the scheme determines that the public sector 
purchaser (WAHT) has the majority of the risks and benefits in relation to the 
hospital. However, both the NHS and the private sector consortium appear not 
to claim the risks and benefits of the hospital as it is not included on either 
the balance sheet of WAHT or Catalyst Healthcare but both produce audited 
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TABLE 2 


WORCESTERSHIRE ACUTE HOSPITALS NHS TRUST BALANCE SHEET 




















Balance sheets at 31 March 2006 2005 2004 
£000 (as restated) (as restated) 
£000 
Fixed assets 
Intangible assets 337 0 0 
Tangible assets 161,853 150,321 114,730 
162,190 150,321 114,730 
Current assets 
Stocks and work in progress 3,722 3,619 3,282 
Debtors—under one year 20,441 15,738 10,697 
Debtors—over one year 15,404 14,871 17,426 
Cash at bank and in hand 115 115 115 
39,682 34,343 31,520 
Creditors: amounts falling due within one year (29,790) (18,859) (12,521) 
Net current assets (liabilities) 9,892 15,493 18,999 . 
Total assets less current liabilities 172,082 165,814 133,729 
Creditors: amounts falling due after more than one vear 0 0 0 
Provisions for liabilities and charges (3,131) (3,832) (3,913) 
Total assets employed 168,951 161,982 129,816 
Financed by: 
Taxpayers’ equity 
Public dividend capital 166,526 159,027 146,753 
Revaluation reserve 27,728 28,623 7,809 
Donated asset reserve 1,521 1,569 1,101 
Government grant reserve 444 546 546 
Other reserves (861) (861) (861) 
Income and expenditure reserve (26,407) (26,922) (25,532) 
Total taxpayers equity 168,951 161,982 129,816 





Source: Worcestershire Acute Hospitals NHS Trust—-Annual Accounts 2005/06 and 2004/05. 


accounting statements under U.K. GAAP (Catalyst Healthcare, 2004; WAHT, 
2005). The tension between standard setters and the U.K. Treasury over PFI has 
been examined by Broadbent and Laughlin (2003, 2005). They claim ‘the govern- 
ment will inevitably find ways to ensure that its preferred forms of behaviour are 
realized in the name of public interest’ (2005, p. 227). 

The residual interest of off balance sheet PFI schemes is, as detailed above, 
included within the fixed asset figure (Buildings £5.2m). This represents the 
present value at the balance sheet date (31 March 2006) for the Worcestershire 
Royal Hospital Building which will become a WAHT asset at the end of the PFI 


contract in 2032. 
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The accounting policy note (WAHT Annual Accounts, 2005/06) discloses that 
valuation of assets is largely based on replacemenz cost: ‘All land and buildings 
are restated to current value using professional valuations in accordance with 
FRS15 every five years and in the intervening years by the use of indices’. Indexa- 
tion increased the asset value by £6m in 2005/06. In the previous year indexation 
increased the value by £11m and the five-yearly national revaluation exercise 
added a further £11m, a total increase of £22m, that is, 10 per cent in 2004/05. The 
current cost depreciation and amortization charges were £8.3m in 2005/06 but 
large impairment reversals have played a major part in alleviating the financial 
deficit. The auditors found that fixed assets, namely hospital buildings on the 
Kidderminster site, which had been declared excess to requirements three vears 
earlier and written off, were in fact in operational use. After discussions with 
management, these assets were brought back on to the balance sheet with impair- 
ment reversals credited to the Income and Expenciture Account (£4m in 2005/06 
and £5.3m in the 2004/05 accounts). 

Thus the fixed assets shown in the balance sheet exclude the major ‘asset’ of the 
Trust except for a relatively small residual interest. Asset measurement is based 
on replacement cost which has required large adjustments (e.g., 10 per cent of the 
total value of fixed assets in 2004/05) and in recent years, impairment reversals, as 
detailed above, have made a significant impact on the Trust’s accumulated deficit. 


Current Assets £40m The current asset figure is Cistorted by the inclusion in the 
debtors of three deferred assets arising from the PFI scheme (land £3.7m, equip- 
ment £4.1m and buildings £5.1m). This treatment is prescribed in the Capital 
Accounting Manual: 


If the contribution of an existing property results in lower service payments, the carrying 
amount of the property should be reclassified as a debtor (prepayment) in current assets 
and subsequently charged as an operating cost over the period of reduced PFI payments. 
The asset is valued at the NPV of the future stream of service payments savings. (Capital 
Accounting Manual, para. 8.3, Department of Healtk, 2006b) 


Thus £12.9m (almost a third of the total current assets) has little to do with the 
short-term financial position of the Trust. 


Creditors £30m At the end of March 2006 (as in earlier years) the Trust was 
extremely short of cash but ‘brokerage’, in effect a short-term Joan, was arranged with 
the Department of Health which enabled the Trust to maintain its modest cash 
balance. The short-term loan had to be repaid in the next financial year, but no short- 
term liability was shown for this loan of £29m; rather, it was included in public dividend 
capital (see below). At the end of the previous year a similar loan of £24m was 
arranged. The repayment is achieved through a recuction in the amount of cash the 
Trust can draw from the NHS in the following year under its External Finance Limit.? 


? The External Financing Limit (EFL) is a cash limit on nez external financing. The EFL is set once 
the NHS Trust’s capital expenditure plans have been approved and takes into account a working 
capital requirement, internally generated resources (eg., depreciation) and any income and 
expenditure surplus after payment of dividends. 
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Provisions for Liabilities and Charges £3.im These include provisions relating to 
pensions and legal claims but exclude the clinical negligence liabilities of the 
Trust. A central NHS body, the NHS Litigation Authority, includes provisions of 
£12.6m in respect of the Trust’s clinical negligence liabilities, an increase of £5m 
over the previous year. 


Taxpayers’ Equity £169m The main ownership component is public dividend 
capital. PDC is a form of long-term gcvernment finance which was provided 
initially when the Trust was formed to enable WAHT to purchase the Trust’s 
assets from the Secretary of State. Additional capital expenditure is funded 
(through the External Financing Limit) as PDC.‘ During the year to 31 March 
2005 the public dividend capital increased by £6.5m. This figure is distorted by 
temporary PDC issued to assist with short-term cash flow problems (included 
here rather than under creditors above). At the end of March 2006 WAHT 
received a cash injection from the Department of Health of £29m to overcome the 
Trust’s cash shortfall at the end of the vear. (At the end of the previous year 
WAHT received temporary PDC of £24m which was repaid during the 2005/06 
financial year.) The cash injection is in effect a short-term loan repayable within 
the next year but is not shown as such in the balance sheet. There is apparent 
confusion over ownership finance and outside loans: the Manual (Department of 
Health, 2006c) prohibits this temporary finance being shown as a loan in the Cash 
Flow Statement and hence dilutes accountability further. 


PDC issued under a temporary borrowing limit must be recorded on the cashflow 
statement under ‘New Public dividend capital received’ and ‘Public dividend capital 
repaid (not previously accrued)’ and not within the lines ‘Loans received’ and ‘Loans 
repaid’. 
The revaluation reserve is reduced by the transfer of the excess depreciation (that 
above historic cost) from the revaluation reserve to the income and expenditure 
reserve. The disclosure note (WAHT, 2006) on reserves explains this transfer thus: 


This transfer avoids the anomaly of the revaluation reserve remaining in perpetuity after 
an asset has become fully depreciated. It is also justified as it recognises a ‘realised profit’ 
in Companies Act terms. 


Despite the transfer between reserves, the balance sheet shows a cumulative 
deficit on the Income and Expenditure Reserve but dividends are paid on PDC 
irrespective of whether a surplus is made. 

The total ownership interest is named ‘Taxpayers’ Equity’. It is not clear why 
public hospitals (including donations from the public of £1.5m shown in the 
Donated Asset Reserve) are deemed to belong to taxpayers rather than the 
electorate or the public generally. 

The effects of these apparent distortions or anomalies are summarized in Table 3. 
Every balance sheet element seems to be modified significantly (though the 


4 The PDC that the Department of Health holds in NHS Trusts is shown under ‘investments’ in the 
consolidated balance sheet of the Department of Health. 
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TABLE 3 


BALANCE SHEET DISTORTIONS FROM GAAP 




















Balance sheet at 31 Marcn 2006 Distortion 
£m £m 
Fixed assets 162 -100 Worcester Royal Hospital excluded 
Current assets 40 +12 Deferred assets included 
Creditors < one year 30 -29 Short-term loan excluded 
Creditors > one year 0 -1C0 PFI liability excluded 
Provisions for liabilities end charges 3 —11 Clinical negligence claims excluded 
Taxpayer’s equity-PDC 169 +29 Short-term loar included 
TABLE 4 


INCOME AND EXPENDITURE ACCOUNT FOR THE YEAR ENDED 31 MARCH 





2005/06 2004/05 2003/04 
£000 = (asrestated) (as restated) 

















£900 £000 
Income from activities 224,807 206,398 169396 
Other operating income 21,261 21,032 21,448 
Operating expenses (246,269) (225,203) (202,006) 
Operating surplus (deficit) (201) 2,727 (11,162) 
Profit (loss) on disposal of fixed assets 0 1 87 
Surplus (deficit) before interest (201) 2,728 (11,075) 
Interest receivable 378 535 259 
Interest payable 0 0 0 
Other finance costs—unwinding of discount (54) (61) (72) 
Other finance costs—change in discount rate on provisions (243) 0 (346) 
Surplus (deficit) for the financial year (120) 3,202 (11,234) 
Public dividend capital dividends payable (4,832) (4,592) (3,288) 
Retained surplus (deficit) for the year (4,952) (1,390) (14,522) 





omission of the negligence provision could be acceptable as an insurance arrangement 
applies). A further distortion from accepted commercial practice (not included in 
Table 3) is the revaluing of tangible fixed assets annually using quarterly inflation 
indexes. 

Accountability is further diminished by the lack of information portrayed in the 
operating statement (Table 4), which again follows an uninformative company 
style layout that provides no insight into the healthcare provided by the Trust. 
The disclosure notes give typical company style information such as depreciation 
and audit fee but no indication of spending by health care activitv. The appearance 
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of adherence to GAAP is maintained without regard to the nature of the service 
provided. 

The Income and Expenditure Account shows a dividend of £4.3m was paid in 
2005/06 leaving a retained deficit for the year of £5m. A dividenda is paid on the 
PDC at a rate equivalent to 3.5 per cent of the Trust’s relevant assets. The 
dividend is paid quarterly in advance, irrespective of whether the Trust has made 
a surplus or not. It is debatable whether such payments to ‘owners’ would be 
permissible under Company Law. The Companies Act 2006 provides general rules 
on dividend distributions which are to be made only out of profits available for 
the purpose: 


A company’s profits available for distribution are its accumulated, realized profits, so far 
as not previously utilized by distributions or capitalization, less its accumulated, realized 
losses .. . (Para. 830(2)) 


Paragraph 831 of the Act goes on to explain that distributions may only be made 
if the net assets are greater than the company’s share capital plus undistributable 
reserves. Arguably, the large negative income and expenditure reserve would 
therefore prohibit such distributions unless the remaining revaluation reserve is 
considered distributable. If it is considered distributable then the operating capac- 
ity of the organization is not ensured although this is usually the purpose of using 
current cost depreciation.® On the other hand, Walker et al. (2000) claim the 1990s 
applications of current cost accounting (CCA) by several public trading entities in 
Australia were motivated by a desire to use replacement cost as a surrogate for 
economic value rather than concerns about ensuring the maintenance of physical 
operating capability. 

The charges in the Income and Expenditure Account are high based on current 
cost asset values (uplifted by indices and revaluations) and dividends are paid 
irrespective of a surplus. If a Trust has a deficit this means it has not kept its 
expenditure plus dividend payment within its income. Therefore the Trust must in 
future make further payments to the NHS Executive to repay the deficit. 
Although the cumulative retained deficit on the income and expenditure reserve 
shown in the balance sheet is reduced by ‘realized’ excess depreciation, this does 
not reduce the deficit the Trust is expected to repay to the Department of Health. 


> A charge, reflecting the forecast cost of capital utilized by the NHS Trust, is paid over as a public 


dividend capital dividend. The charge is calculated at the real rate set by HM Treasury (3.5 per cent 
in 2005/06) on the forecast average carrying amount of all assets less liabilities, except for donated 
assets and cash with the Office of the Paymaster General. The average carrying amount of assets is 
calculated as a simple average of opening and closing relevant net assets. For 2005-06 the average 
carrying amount of assets is calculated before the national revaluation figures aze applied on 31 
March 2006. A note to the accounts discloses the rate that the dividend represents as a percentage 
of the actual average carrying amount of assets less liabilities in the year. 


In 1980, the U.K. Accounting Standards Committee introduced a current cost accounting (CCA) 
standard SSAP 16 which applied to larger U.K. companies and was adopted in the public sector for 
utility authorities such as gas, electricity and water. The capital maintenance concept was operating 
capability (Whittington, 1998). It lost support and was withdrawn for listed compzenies in 1986 but 
the utilities continued to use CCA. 
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In 2005/06, the Trust had an underlying deficit of £10m but published a deficit 
of just under £5m for the year as it received additional support of £5m from the 
Strategic Health Authority under a recovery plan. The Annual Audit letter in 
2005/06 identified a cumulative deficit of £31.87m (Table 2 shows £26.41m) and 
noted that the reported in year deficit of £4.95m was after additional support from 
the Strategic Health Authority of £5m and non-recurring items such as the 
impairment reversal. Thus the deficit shown in the Accounting Statements under 
modified accounting rules masks even the position identified by the Department 
of Health. 

The accounting obfuscation appears to stem from several sources: 


* Recognition, classification and measurement of assets and liabilities, 
e Lack of a capital maintenance concept, and 
e Accounting boundary issues. 


Asset recognition and measurement problems relate to exclusion of the privately 
financed hospital, high revaluations based on indexes and the issue of impairment. 
Classification errors further distort public dividend capital by inclusion of short- 
term loans. The reason for non-recognition or inappropriate classification of 
liabilities can be attributed at least in part to financing issues—public finance 
issues have been shown previously as a reason for non-GAAP compliance in 
further areas of the public sector (Ellwcod, 2003). The payment of dividends 
when surpluses have not been generated and the transfer of fixed asset revaluations 
to the realized Income and Expenditure Account reserve both, in contrasting 
ways, indicate the lack of an operating capital maintenance concept for NHS 
Trusts. Difficulties in identifying the accounting boundary causes anomalies as to 
which items are accounted at Trust level (e.g., clinical negligence is excluded) and 
also, as shown below, in the interface with the Resource Accounting and 
Budgeting system. Political expediency and the desire to provide strong incentives 
(penalties) for poor financial management may be reasons behind some erroneous 
accounting requirements, but some appear to be purely due the tangled web of 
NHS accounting. The WAHT disclosure notes refer to some of the problems, for 
example, lack of understanding of the accounting requiremenis for PFI assets 
by the Department of Health has led to a series of restatements of WAHT’s 
cumulative financial position: 


Prior period adjustments relates to changes in PFI Accounting treatment. Guidance 
received in 2003-04 from the Private Finance Unit advised that the carrying value of 
Land assets injected into the Capital Scheme for a reduction in unitary Payment should 
be calculated using a discount rate of 3.5%, a change from the previous rate of 6%. The 
recalculation of the carrying value of this Deferred asset resulted in an IEE gain in 2003- 
04. Subsequen: guidance received in December 2005 advised that the change in discount 
rate was not appropriate and that the carrying value should revert to the original 
calculation based on a 6% discount rate which has resulted in a Prior Year Adjustment 
of £1,392,000. (WAHT accounting statements and disclosure notes, 2006, p. 23) 


The result is a constructed ‘reality’ that creates confusion and dilutes accountability. 
There is no clear exposition of the financial deficit of WAHT (as attributed within 
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the NHS) or a clear rationale for how it is calculated and reported. Nevertheless, 
the accounting system and the high reported deficit have financial management 
consequences. 


Financial Management 

The Trust Board has a statutory duty to break even year on year. Failure to 
achieve financial stability has led to several chief executives and finance directors 
(three chief executives and four finance directors) in the first six years of the 
Trust, that is, April 2000 to March 2006. From its inception the Trust has instigated 
major service rationalization including the controversial downgrading of Kidder- 
minster Hospital and in 2006 announced plans to cut over 800 jobs. 

The accounting arrangements for the carry forward of deficits have been 
described as a ‘double whammy’ by the National Audit Office and the Audit 
Commission (2006). The procedure requires Trusts that overspend to recover 
double the deficit in the following year (see below), an anomaly that arises at the 
interface of NHS Trust accounts and Resource Accounting and Budgeting. 


The Double Deficit Issue 
Implicit in the Resource Accounting and Budgeting (RAB) regime, a cross- 
government financial regime including the Department of Health, strategic health 
authorities and PCTs, is the requirement for organizations to break even. The 
statutory duty on NHS Trusts is to break even taking one financial year with 
another. The main difference between the two duties is that the statutory duty is 
interpreted as requiring the NHS Trust to break even on a cumulative basis over 
a three year period (or five years exceptionally). In addition, the statutory break- 
even duty has a materiality test, which is interpreted as 0.5 per cent of turnover. 
Under RAB, and the carry forward regime, any deficits are recovered the following 
year. NHS Trusts are not consolidated in the Department of Health Accounts 
(they are outside the RAB boundary) and therefore an adjustment is required for 
such deficits to be recorded correctly.’ Table 5 is used by the National Audit 
Office and the Audit Commission to explain the operation of the arrangements in 
2006. i 

The WAHT case shows how the ‘true’ GAAP position of the Trust is largely 
masked because of the obscurities of NHS accounting. However, as in the previ- 
ous years, the accounts received arı unqualified audit report. In 2005 the Director 
of Finance was commended for seeking departmental advice and discussing 
accounting treatments with the external auditors (WAHT Finance Committee 
Minutes, July 2005). The accounting statements neither comply with GAAP 
reality (i.e., the statements would mislead a reader conversant with accounting 


The NHS income received by NHS Trusts is reflected as expenditure in the Consolidated Resource 
Accounts of the Department of Health (which includes PCTs and Strategic Health Authorities 
within its accounting boundary). If NHS Trusts break even, that is, contain their costs within their 
income, then the Consolidated Departmental Accounts report the correct expenditure for the 
NHS. When NHS Trusts incur deficits NHS expenditure is under-reported in Departmental 
Accounts and an adjustment is required. This situation led to the double deficit issue. 
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TABLE 5 


EXPLANATION OF THE DOUBLE DEFICIT ISSUE 











Year 1 Year 2 Year 3 Year 4 Totals 
Income £100 £1C0 £100 £100 
Carry forward adjustme=t (£10) £0 £10 
Net income £100 £50 £100 £110 £400 
Expenditure £110 £110 £90 £110 
Required savings £20 
Net expenditure £119 £90 £90 2110 £400 
Under/(over) spend (£19) £0 £10 £0 £0 
Cumulative position (£10) (£10) £0 £0 £0 








Year 1: The Trust kas income of £100, spends £110 and reporis an overspend of 210. 

Year 2: Under the carr, forward regime and RAB the overspend is recovered the following year so 
the Trust loses £10 income, net income becomes £90. The Trust has a saving quirement of £20 to 
keep expenditure withiz notified income levels. Trust achieves this and reports financial balance for 
the year. In effect this means the year following the deficit the Trust has a double whammy and has a 
savings target of twice the level of the previous yzar`s deficit. 

Year 3: The Trust receives full income entitlement with no RAB adjustment—prevous year expenditure 
savings are continued aad the Trust reports a £10 surplus. This enables the Trust to satisfy break-even 
duty requirements. 

Year 4: Under the carry forward regime and RAB the underspend is reprovided the following year so 
the Trust has an additicnal £10 income, gross inccme becomes £110. The Trust can spend £110 and still 
achieve in year financial balance 

Over the four years the Trust receives £400 income and incurs expenditure of 2400. However, in the 
first year after the overspend occurs the Trust has to make cuts to balance the current year’s budget 
and the overspend of the prior year. Thus if it overspent 10 per cent the previcus year, it will have to 
make cuts equivalent td 20 per cent of its previous year’s level of spending to break even. It will 
paradoxically receive a one-off increase to more than its stable break-even ‘evel after it has been 
operating below its stakle level to cumulatively recoup double its overspend. 

Source: NAO/Audit Cammission 2006. 


statements produced under GAAP) nor fully reflect the situation as assessed by 
the Department of Health. For example, the transfer from Realization Reserve to 
the Income and Ezpenditure Reserve for depreciation charged above historic cost 
does not reduce the deficit to be repaid to the Department of Health. Thus even 
the ‘constructed reality’ of modified GAAP is not clearly reported. In June 2006 
WAHT announced the need to make cuts of £20m (over 10 per cent of budget). 
The Departmenti of Health imposed a rigid and harsh financial regime on NHS 
Trusts, a regime :ntended to correct the misreporting of NHS overspending in 
Departmental Resource Accounts without regard to the pract:cal implications at 
the operational level. After over three years of operation, the Audit Commission 
(2006) recommended measures to reduce the harsh impact of the regime on NHS 
Trusts. In March 2007 the Department of Health finally announced it would 
reverse RAB deductions (double deficit issue) imposed on twenty-eight NHS 
Trusts and introduce a loan system (Department of Health, 2007a). The operating 
framework (Depertment of Health, 2007b) provides that NHS Trusts no longer 
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have income adjustments caused by the RAB regime but strict monitoring of 
loans and intervention arrangemeats apply. If a Trust fails to meet its loan repay- 
ments and pay its accumulated deficit tc the NHS Executive then it will not be 
eligible to become a Foundation Trust and may be taken over by private management 
or merged with another Trust. WAHT is required to recover break-even and 
repay loans of £5m each year until its deficit is fully repaid. 


CONSTRUCTED REALITY (MODIFIED GAAP) 


The accounting statements produced according to modified GAAP are shown 
above to be confusing and provide a view that misleads those accustomed to the 
‘reality’ derived from commercial GAAP and the balance sheet fails to reflect the 
financial position attributed within the NHS. The accounting system determines 
the overall financial performance of NHS Trusts and therefore high and volatile 
depreciation charges based on revalued assets, PFI charges to the Income and 
Expenditure Account for ‘leased’ assets and so on affect the Trust’s ability to 
break even and if it fails (prior to 2007) the ‘double deficit’ effect emanating from 
the accounting boundary with RAB. Thus the consequence can be service cuts 
despite the balance sheet showing an apparent healthy position. Liabilities can be 
masked by short-term brokerage arrangements not shown as current liabilities and the 
huge liabilities on PFI leases are not recorded on the balance sheet. Accounting 
provides a hidden power that can determine the very viability of the Trust. 

The Department of Health’s Finance Directcr has admitted to MPs that the 
apparent sudden deterioration of NHS finances in 2005/06 is a product of changes 
in accounting practice (Public Finance, 2006). The National Audit Office (2006) 
has expressed concern about the lack of transparency of the NHS regime that 
enabled ‘real’ financial positions to be hidden and a study of parliament’s control 
by the Hansard Society (2006) called for government spending to be more transparent. 


The Accounting Requirements Constructed by Government 

The Secretary of State has set out accounting requirements in the NHS Trust 
Manual for Accounts and agreed any divergences from the FReM with the 
Treasury. These accounting requirements can lead to distortions from generally 
accepted accounting practice. The Capital Accounting Manual staies the treat- 
ment of assets transferred into PFI schemes. The anomalies on transferred assets 
and off balance sheet finance with hospitals appearing on neither the NHS Trust’s 
nor the private sector consortia’s accounts were highlighted above. It has been 
frequently observed that this treatment is a manipulation to provide a lower level 
of public sector debt (an important issue in the Maastricht Treaty and in the 
government’s Golden Rule and Sustainable Investment Rule*®). The Treasury set 


The Treasury’s Golden Rule is that over the economic cycle, the government will borrow only to 
invest and not to fund current spending (HM Treasury, 2092b). The Sustainable Investment Rule is 
that public sector net debt as a proportion of GDP will be aeld over the economic zycle at a stable 
and prudent level. 
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up the FRAB to previde an independent oversight of government accounting and 
its ambit was extended to the NHS in 1999. FRAB (2005, 2006) has repeatedly 
requested the Treasury to address the PFI guidance in Technical Note 1 to 
remove anomalies but, as yet, many PFI schemes (as in the WAHT case) are 
neither on the balance sheet of the NHS Trust nor that of the private sector 
consortia (WAHT, 2005; Catalyst Healthcare (Worcester), 2004). The auditor’s 
report on whether the accounting statements comply with the Manual for 
Accounts and the Accounting Policies Statement set out in accerdance with the 
manual states: 


The Secretary of State for Health has directed that the financial statements of NHS 
Trusts shall meet the accounting requirements of the NHS Trust Manual for Accounts 
which shall be agreed with HM Treasury. Consequently, the following financial 
statements have been prepared in accordance with the 2005/06 NHS Trusts Manual for 
Accounts issued by the Department of Health. The accounting policies contained in that 
manual follow UK generally accepted accounting practice for companies (UK GAAP) 
and HM Treasury’s Resource Accounting Manual to the extent that they are meaningful 
and appropriate to the NHS, as determined by HM Treasury, which is advised by the 
Financial Reporting Advisory Board. (WAHT, 2006) 


Jones (1992a) observed that the Treasury was unlikely to give up its ability to 
determine government accounting and this has been borne out by conflicts over 
accounting treatment for PFI with both the ASB and FRAB. However, these 
manipulations do not relate only to PFI schemes. For example, WAHT’s ‘brokerage 
arrangements’ did not appear as loans though such end-of-year cash injections 
must be repaid in the new financial year. 

The accounting for the PFI is complex and lacks clarity. Accounting guidance 
from the Department of Health is difficult to obtain and untimely. For example, 
guidance on how the change in the Treasury discount rate impinged on the value 
of the residual interest in WAHT’s PFI scheme was only received after the end of 
the financial year but the guidance impacted on the reported performance (break 
even) of WAHT in both that year and prior years (WAHT, 2006, p. 19). 

The control regime exerted through statutory break-even duty was aligned to 
accounting rules designed by the Treasury. These rules made it extremely difficult 
for a Trust such as WAHT that went into deficit to recover its position—the 
double deficit issue whereby if a Trust overspends it must recover double the 
overspend the following year. WAHT first experienced this impact in 2003/04. 
The rules applied enabled the government to ‘correct’ the overall financial 
position of the NHS promptly but placed an excessively harsh regime on individual 
Trusts’ plans for financial recovery. 


The Impact of Preparers of Trust Accounting Statements 

The accounting regime also enables the accounting reality to be partially 
constructed by the preparers of NHS Trust accounts. The impairment reversals 
enabled WAHT to alleviate its deficit position in both 2004/05 and 2005/06. These 
were approved by the auditors as being in line with the manual, but rigorous cre- 
ative accounting cr earnings management appears to have become common in 
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recent years. For example, accounts submitted to the Department of Health were 
changed by £110m across 125 Trusts after review by the auditors. The Select 
Committee on Public Accounts questioned the NHS Director of Finance Richard 
Douglas on this issue on 16 October 2006. The Chairman of the Committee on 
Public Accounts went on to ‘set the parameters of the debate’, commenting that 
in 2004/05, 27 per cent were in deficit. The deficit position had been largely hidden 
in earlier years by flexibilities within the accounting regime. Trusts were able to 
transfer capital allocations to revenue income (Public Finance, 2006), a measure 
WAHT had taken in each financial year to 2004, and other common adjustments 
within accrual accounting systems such as inclusion of stock and transfer to 
fixed assets provide further flexibility. The accounting regime, particularly the 
capital accounting regime of revaluations and impairments, gives scope for 
manipulation and many Trusts are concerned to protect services and at least defer 
the reporting of deficits (especially given the double whammy that such a 
deficit instigated). 


DISCUSSION 


NHS accounting ‘reality’ is constructed in terms of GAAP which provides a broad 
starting point. Hines implies a malleable view of reality: 


[T]here is no such thing as the truth but there is such a thing as stretching the truth too 
far. There is a reality: there’s something there alright. Do you think for a minute that 
I am saying we imagine the world?...But the organization, and the most minute 
particles ... and revenue, well, we create them. (1988, p. 253) 


The constructed reality of NHS accounting is accounting statements that are 
neither reflective of GAAP nor appropriate as a mechanism for controlling and 
monitoring NHS organizations. Table 3 shows how they are misleading to 
readers conversant with GAAP, yet the volatility and harshness of the regime 
causes, encourages and permits further distortions. It has been suggested that 
the way forward would be to have more vigid compliance with GAAP 
(National Audit Office and Audit Commission, 2006; FRAB, 2006), others 
have suggested that GAAP is based on a framework that is at odds with public 
service provision such as a national health service (Barton, 2005; Ellwood and 
Newberry, 2006). The framework will always require modification and produce 
a distorted view—neither in line with commercial reality nor appropriate public 
service values. 

The government claims that, subject to its NHS qualities, the NHS is following 
GAAP as the extracts from the Manual of Accounts show: 


3.2 The Manuals for Accounts [NHS Trusts] and the FReM [Financial Reporting Manual 
for bodies within Resource Accounting and Budgeting such as Primary Care Trusts] 
follow UK Generally Accepted Accounting Practice (UK GAAP) to the extent that it is 
meaningful and appropriate in the NHS context. NHS bodies will therefore prepare UK 
GAAP compliant accounts, and merit a ‘true and far’ audit opinion, if the Manuals for 
Accounts are followed. 
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_ Further: 


3.5 It is very unlikely that a situation could arise where compliance with the Manuals for 
Accounts in the reparation of annual accounts would conflict with UK GAAP principles... 


3.8 In preparing this Manual, each stendard has been examined in the context of NHS 
accounting, for relevance (because the situations concerned may or may not arise} and 
applicability (where although the given situation may arise, some additional or 
alternative guidance may be more appropriate). 


The manual states it has provided alternative guidance where this is considered 
more relevant, but this relevance is not explained and may be prompted by fiscal 
convenience or political expediency. 

The FRAB has criticised the off balance sheet treatment of PFI schemes in the 
NHS (and indeed the off-off balance sheet schemes as they ‘requently fail to 
appear on the balance sheet of the private sector consortia either) but has failed 
to achieve a reporting change. It may be quite legitimate to treat items separately 
in a public sector context—afier all, U.K. GAAP (ASB, 1999) and international 
GAAP (IASB, 2008) are designed for profit organizations. The U.K. ASB (2007) 
provides a reinterpretation of its Statement of Principles for public benefit 
entities. However, the modifications to GAAP such as the Technical Note on 
PFI that enables PFI hospitals and their associated debt to be kept off balance 
sheet, the classification of deferred assets and the build-up of residual interest 
are not modifications that can be explained as necessary because the accounting 
relates to a public health service. The Treasury does not explain how the 
accounting treatment provides an accounting reality more appropriate to a 
public service context—it claims it is unlikely that complying with the NHS 
Manual will conflict with GAAP principles but does not argue why its con- 
siderable deviations are justified. The Treasury accounting treatment does, 
however, have the consequence of enabling its rules on public debt to be more 
easily achieved. 

Greater adherence to GAAP woulé remove frequent revaluations based on 
indices. Monitor (2005) has removed this requirement for Foundation Trusts, but 
GAAP also enables other anomalies, for example asset impairments. As U.K. 
GAAP converges with international GAAP further problems may arise. It is not 
clear whether PFI anomalies will be removed. Given that there is no counterpart 
in international GAAP to FRS 5 and the U.K. Treasury’s Technical Note, it could 
be expected that PFI hospitals would be treated as finance leases and brought on 
balance sheet, but the U.K. Treasury rules are used elsewhere. For example, the 
New South Wales State Sector Accounts use the same accounting arrangements 
for privately financed projects (PFPs): 


In the absence of specific Australian accounting requirements, PFPs are accounted for in 
accordance with Treasury Policy and Guidelines TPP 06-08 Accounting for Privately 
Financed Projects, which adopts the principles set out in Application Not2 F Private 
Finance Initiative and Similar Contracts in zhe United Kingdom Accounting Standards 
Board’s Financial Reporting Standard 5 Revorting the Substance of Transactions. (3-21 
N.S.W. Total State Sector Accounts, 2005-06) 


417 


© 2008 The Author 
Journal compilation © 2008 Acccunting Foundation, The University of Sydney 


ABACUS 


As public sector accounting moves to IFRS it is probable that even greater 
reliance will be placed on a shareholder wealth creation perspective. Recent 
prceposals remove the stewardship objective ([ASB, 2008; FASB, 2008). However, 
the stewardship role is paramount in accountability for public services, the public 
are concerned about appropriate use of public funds (Stewart, 1984; GASB, 2006). 
A fair value measurement basis is expected by some to emerge in the converged 
conceptual framework. This is contestable as a backlash is emerging in respect of 
such a change. Some academics, like Whittington (2008) are suggesting a CCA-type 
rebellion is probable. FASB Statement 157 clearly specifies fair value as a market 
price (SFAS 157, Fair Value Measurements, September 2006). FASB suggest a 
hierarchy of markets for similar assets with ‘models’ where market values are not 
available (Ernst and Young, 2005). The availability of quoted prices for identical 
assets or liabilities in active market will be much lower for public sector bodies. 
The appropriateness of such measurement bases for public sector accounting is 
questionable. The WAHT case has already shown the volatility of asset measure- 
ment (before greater emphasis on fair value) and the impact on apparent public 
service performance. Changes in depreciation and impairment resulting from 
revised asset measurement altered the required level of income (or savings) 
to break even by several million pounds in a year. Volatility may also increase 
under IFRS GAAP (IAS 8, Accounting Policies) from the requirement to 
make prior year adjustments for all material errors. Under U.K. GAAP 
restatement is required for fundamental errors. Restatement of deficits after 
the year end will exacerbate cash management within tight break-even 
requirements. Hence unmodified IFRS GAAP would provide a volatile and highly 
uncertain accounting ‘reality’ with consequences for decisions on operational 
health services. 

Several distortions in WAHT’s balance sheet relate to the PFI and the government’s 
apparent need to keep liabilities off the balance sheet. Accountants generally may 
consider that financial reporting is purely about decision-usefulness, but in the 
public sector there may be a normative policy intent (Jones 1992b; Ellwood and 
Newberry, 2007). Hopwood (1992, p. 128) ccmments, ‘accounting is not an 
autonomous sphere of action and cannot be considered in such terms’, while 
Burchell et al. (1980) observe that it is embedded in a wider constellation of 
forces. The government has an incentive to set accounting rules that keep public 
debt off the balance sheet and to make PFI schemes appear less costly (e.g., > 
through use of deferred assets at the outset and the reduction of the annual 
charge shown in the Income and Expenditure Account for the build up of residual 
value). Similarly, the introduction of Resource Accounting and Budgeting (RAB) 
for U.K. central government accounting impacis on the presentation of public 
sector plans (HM Government, 1994). Heald and Georgiou (2000) point out that 
the government’s need to control both the public expenditure planning process 
and the annual voting by Parliament of Supply expenditure on a resource basis 
means it is unlikely that the government would ever relinquish control over 
government reporting to an outside body. To have a general opt-out clause 
determined by the Treasury leaves health service accounting vulnerable to 
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government manipulation—a constructed reality based on ‘a hidden power, because 
people only think o7 [accounting] as communicating reality, but in communicating 
reality, you construct reality’ (Hines, 1988, p. 257). 

The modified GAAP applied in health service Trusts has been subject to 
manipulation by layers of regulation and account preparers, but modifications 
have not been considered as to whether they more appropriately meet the needs 
of public accountability. A wider public accountability approach to constructing 
NHS accounting would require further research, but is likely to require a more 
comprehensive set of data and relate more to stewardship and the continued 
operating capacity of the service than IFRS GAAP. It may also curb manipulation 
(the hidden pewez of accounting regulators) or at least subject changes in 
accounting practice to wider scrutiny. 

The government is introducing wide-ranging reforms of the health service in 
England that includ? moving NHS Trusts to be more stand-alone. NHS Foundation 
Trusts can retain any surpluses they generate and borrow money. In recent years 
severe problems in NHS financial management have led to reviews that recom- 
mended greater acherence to GAAP and arrangements to alleviate the double 
deficit issue. The accounting statements give the impression of adherence to 
modern commercial accounting but would be misleading to readers conversant 
with GAAP. Greater prescribed adherence to GAAP, particularly the move to 
IFRS GAAP, is unlikely to resolve issues which are specific to public services and 
may increase the scope for manipulation by account preparers. The accounting 
statements are not just a back-room exercise that does not impinge on health 
services—the financial regime that is based on accounting information determines 
how health services are provided, in particular how they are rationalized and 
configured. NHS accounting statements portray a constructed reality, a reality 
constructed by layers of regulation and impacted by the preparers of the account. 
The constructed reality has consequences for public accountability and operational 
decisions including service reconfigurations and cuts as management attempts to 
achieve break-even and repay deficits and loans. 


CONCLUSIONS 


Hines (1988, p. 251) used the scenario of the Teachings of Don Juan to illustrate 
how accountants construct reality... 


‘What do you see before you?’ said the Master. 

“Well in the valley, I see buildings of various kinds, spread over a large area, and 
surrounded by a fence. There are people inside the feace. A river runs through the valley, 
and through the area enclosed by the fence. And outside the fence there are trees, up the 
sides of the valley, all around, as far as the eye can see.’ 


The Master goes on to explain figuratively how accounting determines the reporting 
entity, the boundaries, what is recognized, how it is valued and so on. 

The NHS claims to apply commercial GAAP but in specifying how it is applied, 
the Treasury dete-mines: 
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e The reporting entity and the boundary (e.g., whether clinical negligence claims 
impact at local level and how the boundary between reporting in the consolidated 
Department of Health Accounts and those in NHS Trusts operates); 

e What is recognized (e.g., Worcestershire Royal Hospital is not recognized as an 
asset under the Treasury Technical Note but the private sector consortia which 
financed and constructed the hcspital does not consider the hospital as its asset 
under U.K. GAAP); 

e How assets are valued (e.g., in NHS Trusts, land and buildings are valued at 
current value annually using indices and by professional valuation every five 
years); and 

e How items are classified (e.g., short-term loans/cash injections are shown as 
public dividend capital). 


The accounting is put forward as modified GAAP but accounting provides a 
hidden power to influence how NHS Trusts are perceived and how their financial 
performance is measured. This power is used by the Treasury and the NHS 
Executive in Accounting Manuals and Directives. Account preparers also 
impact on the constructed reality. Accounting is not imbued with purpose but it 
can be made purposeful (Hopwood, 1992, p. 141). The intended consequences 
may be political expediency (hidden liabilities), a Cesire to ‘correct’ NHS expenditure 
(the double whammy) and to encourage ‘efficiency’ (current cost depreciation, 
dividends based on a return on capital), but they create confusion, provide 
misleading information, encourage Trusts to exercise creative accounting and 
have far-reaching operational consequences. Service cuts may arise despite the 
balance sheet showing a fairly healthy position, for example, masking liabilities 
because of short-term brokerage arrangements not shown as current liabilities 
and the huge liabilities on leased PFI assets not recorded on the balance sheet. 
Modifications to GAAP enable compliance with fiscal rules and serve political 
expediency. Accounting is further manipulated by account preparers who 
seek to protect local services from a harsh penalty regime and cuts in services. 
Thus GAAP applied in NHS Trusts is modified to construct a reality that while 
not itself real is real in its consequences. 
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Antecedents of Budget Participation: 
Leadership Style, Information Asymmetry, 
and Evaluative Use of Budget 


This study explores the causes or antecedents of budget participation 
to understand more fully the role of participation in the workplace. 
The study focuses on the reasons why superiors encourage the budget 
participation of their subordinates and draws upon several theoretical 
perspectives including leadership theory, agency theory and organizational 
justice. To examine the issues, a survey was edministered ta managers 
and supervisors in several companies. Results of path analysis suggest 
that supericrs encourage subordinate participation when the superior’s 
leadership style is considerate. This implies ihat budget participation 
may mediate the relation between leadership style and work outcomes. 
Results alsc suggest that superiors encourage participation when budget 
goals are used in the performance evaluation of subordinates, in which 
case, the study argues, the superiors encourage participation because of 
concerns atout organizational justice. This finding implies that budget 
participation may mediate the relation between the evaluative use of 
budget and those work outcomes that prior reszarch has linked to organ- 
izational justice. The proposed relation between information asymmetry 
and budget participation is not supported. 


Key words: Budget participation; Budgeting; Leadership; Style. 


Budget participation has been the focus of numerous studies in the accounting 
literature. As notzd in Shields and Shields (1998), most studies theorize that 
budget participation influences organizational and employee cutcomes such as 
motivation, performance, job satisfaction and slack. As they argued, to increase 
our understanding of the consequences of participation, additional research is 
required on why budget participation exists in the first place, that is, what are the 
causes or antecedents of budget participation? Drawing upon several disciplines 
(economics, psychology and sociolagy), they propose that participation occurs for 
a number of reasons such as information sharing, coordinating interdependencies 
between organizational subunits, and increasing employee motivation and job 
satisfaction. 
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The current work further investigates the antecedents of budget participation 
by focusing on the role of the superior in the budget participation of the sub- 
ordinate. Drawing upon a number of theoretical perspectives, it is argued that 
superiors encourage subordinate participation in the budgeting process to 
foster open relations with subordinates (leadership theory), gain access to infor- 
mation held by the subordinate (agency theory) and promote perceptions of 
fairness when budgets are used to evaluate subordinates (organizational justice 
theory). By exploring the reasons why superiors encourage budget participation, 
researchers may better understand the causes of participation and, consequently, 
how participation affects workplace outcomes such as performance and job 
satisfaction. 

In this context, drawing upon leadership theory, it is proposed that some superiors 
foster participation to express the leadership style of the superior. Executives 
classified as ‘considerate’ attempt to build relations with subordinates that are 
characterized by mutual trust, respect and support (Fleishman and Harris, 1962; 
Fleishman, 1998b). As proposed here, such executives may encourage the budget 
participation of subordinates as part of a leadership approach of fostering open 
and meaningful communication with subordinates. 

Based upon agency theory, executives also may promote budget participation 
to access private information held by the subordinate. A number of accounting 
researchers argue that subordinates have private information about their areas 
of responsibility and that budget participation provides the subordinate with 
opportunities to share this information with superiors (see literature review by 
Shields and Shields, 1998). The extent of private information is related to 
information asymmetry which is the difference between superior and subordinate 
regarding knowledge of the subordinate’s operational area. Shields and Young 
(1993) report a significant positive relation between information asymmetry and 
budget participation. This knowledge is extended by testing the proposition 
that superiors actively encourage budget participation when high information 
asymmetry exists. 

Finally, superiors may foster the budget participation of subordinates to create 
an atmosphere of fairness and procedural justice. Many studies in organizational 
justice suggest that individuals seek input into organizational decisions that affect 
them, especially regarding their performance evaluation (see literature review by 
Folger and Cropanzano, 1998). Individuais consider such input as fair and just. 
The current study proposes that when budget goals are used to evaluate subordin- 
ates, superiors encourage subordinate input in budget setting for this fairness 
reason. Superiors have a number of motivations for treating their subordinates 
fairly. For example, superiors with a reputation for fairness may be more effective 
managers as their subordinates are more likely to accept the superior’s plans 
(Greenberg et al., 1991). 

To investigate the relations proposed here, a survey was distributed within thir- 
teen companies. Seventy managers and supervisors completed the survey, repre- 
senting a response rate of 61 per cent. Path analysis was used to assess statistically 
the hypotheses. The results reveal that superiors encourage subordinate budget 
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participation when: (a) the superior’s leadership style is considerate; and (b), budget 
goals are used to evaluate subordinate performance. Further, results indicate that 
when superiors promote budget participation, subordinates are more likely to 
participate. Proposed links between information asymmetry and budget participa- 
tion were not supported. 

The findings suggest that budget participation, to some extent, reflects the 
leadership style of the superior. Budget participation thus serves as a method 
for superiors to express their leadership approach. It may mediate the relation 
between leadership style and workplace outcomes such as the job satisfaction 
of subordinates. The findings also suggest that budget participation is used by 
superiors to foster perceptions of organizational justice when budget goals are 
used to evaluate the subordinate. Accordingly, budget participation may mediate 
the effect of the budgeting variable, evaluative use of budget goals, upon those 
outcomes that prior research has linked to organizational justice such as job 
satisfaction and turnover. 


THEORETICAL DEVELOPMENT 


The theoretical model appears in Figure 1. Within the model, three exogenous 
variables (leadership style, information asymmetry, and evaluative use of budget) 


Figur: 1 
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are posited to influence the supericr’s encouragement of subordinate participation, 
which, in turn, is linked to the budget participation of the subordinate. As an 
intervening variable, the encouragement of budget participation helps explain the 
relation between the exogenous variables and budget participation. The theoretical 
rationale for each proposed link in the mocel is discussed separately in the following 
sections. 


Leadership Style 

Leadership within organizations has been extensively examined in the manage- 
ment and organizational behaviour literatures. As Yukl (1989, p. 253) notes, 
leadership is a ‘complex, multifaceted phenomenon’ causing researchers to use 
a wide variety of theoretical approaches in examining it. One of the most com- 
monly used, and also utilized here, is the personal-behaviour or leadership style 
approach which seeks to identify leader behaviours that are effective in managing 
organizations. Effectiveness is usually defined in terms of employee productivity, 
motivation, job satisfaction and turnover (Gibson et al., 1979). Within this stream 
of research, most studies have used the two-factar conceptualization of leadership 
style developed-in a research program at Ohio State University (Yukl, 1989). 
In this framework, leadership behaviour is explained using two independent 
constructs: initiating structure (task-oriented behaviour); and consideration 
(relationship-oriented behaviour). As Fleishman (~998a) argues, decades of research 
have proven these constructs ‘to be among the most robust of leadership constructs’ 
(p. 51). As Judge et al. (2004) noted in a recent meta-analysis, during the last fifty 
years the constructs have appeared in hundreds of studies which, in general, 
demonstrate strong empirical links between the constructs and organizational 
outcomes. They argue that despite their age and critics, the constructs continue to 
represent a productive conceptualization of leadership. 

Regarding leadership style, initiating structure refers to the extent to which a 
leader ‘structures his [her] own role and those cf his [her] subordinates towards 
goal attainment’ (Fleishman and Peters, 1962, p. 130). High structure indicates 
that the leader clearly specifies what is expected of subordinates (House and 
Baetz, 1979). Consideration, which is more relevant to the current study, is ‘the 
degree to which the leader pays regard to the comfort, well-being, status, and 
satisfaction of the followers’ (House and Baetz, 1979, p. 360). In their interactions 
with subordinates, considerate managers promote two-way communication that is 
characterized by mutual trust (Fleishman and Harris, 1962; Fleishman and Peters, 
1962; Fleishman, 1973; Fleishman, 1998b). 

Leadership style, with its structure and consideration constructs, has appeared 
in many accounting studies. Arguably, accounting researchers have borrowed more 
from this leadership approach than any other. A number of studies have examined 
the role of leadership style in public accounting firms (e.g., Pratt and Jiambalvo, 
1981, 1982; Jiambalvo and Pratt, 1982; Kida, 1984; Kelley and Margheim, 1990; 
Otley and Pierce, 1995). More relevant to the current study are those accounting 
studies that have examined leadership style in the context of budgeting issues. An 
early and influential study in this area is Argyris (1952) who conducted a field 


426 


© 2008 The Authors 
Journal compilation © 2008 Accounting Foundation, The University of Sydney 


ANTECEDENTS OF BUDGET PARTICIPATION 


study of industrial firms. Argyris notes that managers express their ieadership 
approach, in part, through how they use the budgeting system.’ 

Among the first studies to examine the relation between leadership style and 
budget participation is Brownell (1983), who noted that prior studies in manage- 
ment and organizational behaviour sometimes reported conflicting results regard- 
ing the effects of leadership style on outcomes such as job performance and job 
satisfaction. To resolve these conflicting findings, Brownell proposes that budget 
participation moderates the relation between leadership style and outcomes. Results 
of his survey work support this view by providing evidence of interactions between 
leadership styles and budget participation in their effects on job performance. 

While Brownell (1983) argues that budget participation moderates the relation 
between leadership style and outcomes (such as job performance), the current study 
proposes that leadership style is an antecedent of budget participation and so, in 
this framework, budget participation is a mediating variable between leadership 
style and outcomes. These differing views of budget participation (moderator v. 
mediator) are not necessarily incompatible. As Frazier et al. (2004) argue, in its 
effect on an outcome, ‘the same variable could be cast as a moderator or mediator, 
depending upon the research question and the theory being tested’ (p. 116). 
Further, as noted in James and Brett (1984), ‘a particular variable may assume the 
roles of both mediator and moderétor in the same model, and even in the same 
functional relation and equation’ (p. 314). 

According to the theoretical framework of the present study, the leadership style 
of consideration influences the extent to which superiors encourage the participa- 
tion of subordinates in the budgeting process. Managers with high consideration 
respect their subordinates and attempt to develop relationships with subordinates 
that are based upcn trust and open communication (Fleishman and Harris, 1962; 
Fleishman and Peters, 1962; Fleishman, 1973; Fleishman, 1998b). Such managers are 
likely to encourage subordinates to participate during the budgeting process, thus: 


H1: The superior’s leadership stvle (consideration) has a positive relation with 
the superior’s encouragement of budget participation. 


Further, when superiors promote budget participation, subordinates are more 
likely to actually participate, and hence: 


H2: The superior’s encouragement of budget participation is positively related 
to the budget participation of the subordinate. 


Information Asymmetry 

Shields and Shields (1998) argue that one of the most important reasons for budget 
participation is information sharing between subordinate and superior. This includes 
the sharing of private information held by the subordinate. A number of accounting 
researchers argue that subordinates have private information about their areas of 


1 Although not directly relevant here, other early studies that examine leadership style in budgeting 


contexts include DeCoster and Fertakis (1963), Hopwood (1974) and Ansari (1976). 
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responsibility (see literature reviews by Baiman, 1990, and Shields and Shields, 
1998). This information is private in the sense that the superior cannot access 
the information or the superior can access it only by incurring significant costs. 
The extent of private information is related to information asymmetry between 
superior and subordinate regard:ng knowledge of the subordinate’s area of 
operation. Budget participation may allow subordinates to reveal their private 
information which, in turn, could lead to higher job performance by the subordin- 
ate and economic gains for the organization (e.g., Christensen, 1982; Baiman and 
Evans, 1983; Penno, 1984; Young, 1985; Nouri and Parker, 1998). 

According to Shields and Young (1993) and Shields and Shields (1998), the greater 
the information asymmetry between subordinate and superior, the more likely 
organizations will promote budget participation to access the private information 
of subordinates. In their sample of controllers at large corporations, Shields and 
Young (1993) report a significant correlation between information asymmetry and 
budget participation. 

The work here extends Shields and Young (1993) by proposing that superiors 
encourage the budget participation of subordinates when information asymmetry 
is high. Superiors do so to access the private information held by the subordinate. 
This leads to: 


H3: Information asymmetry has a positive relation with the superior’s encourage- 
ment of budget participation. 


In the theoretical model proposed here, information asymmetry is an antecedent 
of budget participation. By extension, budget participation may be a mediator 
between information asymmetry and outcomes such as job performance. This 
view of budget participation does not necessarily conflict with prior studies that 
theorize that budget participation moderates the relation between information 
asymmetry and outcomes such as budgetary slack or performance (e.g., Young, 
1985; Chow et al., 1988). 


Evaluative Use of Budgets 

Numerous studies in the accounting literature have examined the use of budgets 
as performance standards in evaluating subordinates. Of particular relevance here 
are those prior studies that examine the evaluative use of budgets and budget 
participation. Two streams of research may be identified by the specification of the 
relation between evaluative use anc budget participation: (a) ‘newer’ studies that 
model a direct link between evaluative use of budget and budget participation, 
and (b) ‘older’ studies that do not model a direct link, but specify an interaction 
between the variables in their effect on outcome variables. The older stream of 
research was spawned by Hopwood (1972) who reports that emphasizing the 
achievement of budget goals (i.e., budget emphasis or evaluative use of budget) 
resulted in high job-related tension fcr the subordinate; Hopwood further speculated 
that budget emphasis might adversely affect the subordinate’s job performance. 
In a follow-up study, Brownell (1982) argues thai the effect of budget emphasis 
on outcomes is moderated by budzet participation. In his sample, subordinate 
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performance was high when both budget emphasis and budget participation were 
high. Subsequent related research sought to identify variables that might form three- 
way interactions with budget participation and budget emphasis in their effect on 
outcomes (e.g., Brownell and Hirst, 1986; Brownell and Dunk, 1991; Harrison, 
1992; Lau et al., 1995; Lau and Buckland, 2000; Lau and Lim, 2002). 

The newer stream of research, which is more relevant here, proposes that the 
evaluative use of budget is an antecedent of budget participatidn. Among the first 
to theorize this are Lau and Buckland (2001). They argue that when budget goals 
are used to evaluate and therefore reward subordinates, subordinates seek to parti- 
cipate in the budget setting process to influence the budget goals. In their sample of 
employees, budget emphasis had a significant direct link with budget participation. 
Subsequently, Lau and Tan (2003) report similar findings. They note two possibilities 
for the link between budget participation and budget emphasis: (a) desire of sub- 
ordinates to influence the budget goals that are used to evaluate them, and (b) 
desire of the super‘or to be just or fair. Unfortunately, they do not provide empir- 
ical tests to assess separately the impact of these differing reasons. The current 
study does so and expands the thecretical explanations involving fairness. 

Issues of fairness have been extensively examined in the organizational justice 
literature. Based upon their literature review, Folger and Cropanzano (1998) 
argue employees care deeply about how their organizations treat them, especially 
with regard to performance appraisal. Prior studies suggest that the perceived 
fairness of the performance evaluation system has links with important employee 
attitudes and actions such as turnover, organizational commitment and organiza- 
tional citizenship behaviours (see review by Erdogan, 2002). As argued in Dule- 
bohn and Ferris (1999), it has been demonstrated that individuals desire input 
(‘voice’) in their performance evaluations and the extent of such input influences 
their perceptions of organizational fairness. The association between employee 
input and fairness perceptions may extend to the setting of the performance 
standards used in employee evaluations. Lind et ai. (1990) propose that individuals 
prefer to have input in setting their performance standards and consider standards 
developed with their input as fair. Participation in setting performance standards 
may affect fairness perceptions via both instrumental and non-instrumental concerns 
(Lind et al., 1990). Instrumental concerns relate to the opportunity to influence 
performance goals so that the subsequent performance evaluation is more likely 
to be favourable. Individuals who have such opportunities view the process of 
setting performance goals as fair. Non-instrumenial concerns relate to feelings of 
status and respect within the social group. Within an organization, participation 
in setting performance goals is a signal that management respects the individual 
and leads to favourable perceptions of organizational fairness by the individual. 

Based upon these organizational justice studies, we propose that when budget 
goals are used to evaluate subordinates, subordinates seek to participate in setting 
the budget and subordinates consider such participation as fair and just. Further, 
managers will encourage subordinate participation to satisfy the fairness concerns 
of the subordinate. According to Greenberg (1990), managers have a number of 
reasons to be fair in their interactions with subordinates. First, some managers 
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believe that being fair is the ‘tight’ thing to do, that is, fairness is part of their 
moral code. Second, as fairness is considered a highly favourable personality 
characteristic, managers strive to present themselves as fair: (a) to themselves 
to enhance self-image, and (b) to others to enhance social image. While treating 
employees fairly may enhance the manager’s self and social esteem and thus 
yields psvchological rewards, there are also pragmatic benefits for the manager. 
As argued in Greenberg et al. (1991), the fair treatment of subordinates leads to 
subordinate trust in the manager, which in turn leads to a more effective manager. 
The actions and plans of a manager with a reputation for fairness are more readily 
accepted by subordinates. They also observe that a fairness reputation is especially 
important in fostering acceptance of major changes in the workplace. According 
to Greenberg (1988), managers are aware of the practical benefits of a fairness 
reputation and actively cultivate such reputations. Based upon a survey of business 
managers, Greenberg notes that managers commonly use subordinate participa- 
tion in decision making to enhance subordinate perceptions of the manager’s 
fairness. 

In summary, managers may be sensitive to the fairness concerns of subordinates. 
Subordinates are particularly interested in the fairness of performance evaluation 
and seek input or voice in the evaluation process to ensure its fairness. When 
budget goals are used to evaluate employee performance, superiors may encour- 
age subordinate participation in setting the goals to address the fairness concerns 
of the subordinate; thus: l 


H4: The evaluative use of budget has a positive relation with the superior’s 
encouragement of budget participation. 


METHOD AND DATA ANALYSIS 


A survey questionnaire was used <o collect data. To secure companies for the 
survey distribution, the dean of the business school of one of the cc-authors was 
asked to identify companies with strong relations with the school that might be 
willing to participate in the study. Nineteen firms were subsequently contacted. 
Executives at thirteen companies agreed to participate. These firms included 
twelve manufacturing companies and one trucking enterprise. Each company 
had at least 100 employees with a median of 1,174 employees. At each firm, top 
executives were asked to distribute the survey to managers and supervisors 
with budget responsibilities. Questionnaires were provided to 114 individuals. 
Seventy employees fully completed the survey yielding a response rate of 61 per cent 
(70/114). Respondents worked in a variety of areas including: accounting, finance, 
human resources, marketing, operations and production.? Most respondents 


Respondents self-reported their functional areas. A breakdown of respondents by area follows: 
accounting (16), marketing (15), production (7), operations (5), finance (5), human resources (4), 
customer service (2), research and development (2), and insurance (2). The following areas had 
only one respondent: purchasing, billing, claims, executive, distribution, and general manager. In addi- 
tion, six respondents gave no response to the question abort functional area. 
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(76 per cent) described themselves as middle or upper level managers. The mean 
age of the respondents was forty-three years while the mean length of employ- 
ment with their company was eleven years. 

The anonymity of responses was stressed in the introductory letter to participants. 
Respondents were mstructed to mail the completed questionnaire directly to the 
researchers using the postage-paid envelopes provided to them. Also, to control 
for potential order response bias, as recommended by Alreck and Settle (1995, 
Chapter 4), two versions of the survey were administered that differed only by the 
order of the questions. One-way analysis of variance was performed on each vari- 
able which revealed no significant differences between versions for any variable. 
This suggests that order response bias is not a problem. 


Measures 

The variables meastred in the questionnaire include proxies for: leadership style, 
information asymmetry, use of budget for performance evaluation, superior’s 
encouragement of budget participation, and budget participation. Questions used 
to measure the varizbles appear in the Appendix. 

The leadership style of supervisors was measured using the Leader Behavior 
Description Questionnaire (LBDQ, Form XII) developed by Stogdill (1963). 
The LBDQ has ten items that measure the consideration of the superior toward 
subordinates. The authors of the current study selected five items from the scale 
which they believe best represent the theoretical construct. The LBDQ represents 
one of the most widely used measures of leadership style in the organizational 
behaviour literature (see reviews by House and Baetz, 1979, and House, 1996). 
Schriesheim and Bird (1979) argue that this scale represents the most valid meas- 
ure of leadership style. It has been used repeatedly in the accounting literature 
(Pratt and Jiambalvo, 1981, 1982; Jiambalvo and Pratt, 1982; Brownell, 1983; 
Kida, 1984; Kelley and Margheim, 1990; Otley and Pierce, 1995). In the current 
study, the Cronbach alpha is a credible .87. In factor analysis, al! five questions 
loaded on a single component. The component has an eigenvalue of 3.3 and 
explains 66 per cent of total variation. 

Information asymmetry was measured using a six-item scale developed by Dunk 
(1993). The scale attempts to determine the extent to which a superior has more 
information than the subordinate regarding the subordinate’s area of responsibility. 
Prior studies (Dunk, 1993; Chia, 1995) report satisfactory internal reliability and 
construct validity for the measure. In the current study, the Cronbach alpha is .81. 
Factor analysis indicates that all questions load on a single component with an 
eigenvalue of 3.2 that explains 52 per cent of total variation. 

The use of budget goals for performance evaluation was measured using a 
five-item scale develaped by Abernethy and Stoelwinder (1991) based upon prior 
research by Swieringa and Moncur (1975). The Cronbach alpha is .81 in the current 
study. Factor analysis reveals that the five questions load on one component 
which has an eigenvalue of 2.9 and explains 57 per cent of total variation. 

Encouragement of subordinate budget participation was measured using a 
three-item scale developed for this study. The instrument attempts to determine 
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the extent to which the superior seeks the input of the subordinate during budg- 
eting. The Cronbach alpha is .78. Factor analysis indicates that all questions load 
on one component which has an eizenvalue of 2.1. The component explains 70 per 
cent of total variation. 

The six-item scale of Miliani (1975) was utilized to measure budget partici- 
pation. It attempts to assess the involvement and influence that an individual 
has in the budgeting process. Prior accounting researchers report satisfactory 
reliability and validity for the scale (e.g., Brownell, 1982; Brownell and Hirst, 
1986; Mia, 1988; Brownell and Dunk, 1991; Dunk, 1993; Lau and Buckland, 2001; 
Lau and Lim, 2002). For our study, the Cronbach alpha is .85. Factor analysis 
reveals that the six items load o1 one component which has an eigenvalue of 
3.5 and explains 58 per cent of total variaticn. To assess if the measure for 
budget participation overlaps with the measure for the encouragement of 
subordinate budget participation, factor analysis was performed on the two 
scales. The items for the scales loaded appropriately on two separate factors 
(using an oblique rotation and a cutoff of .40 for the standardized regression 
coefficients). 

The survey also has measures to assess several potential response biases, including 
social desirability response (SDR), positive affectivity and negative affectivity. SDR 
bias occurs if respondents answer questions so that their response appears socially 
acceptable (Smith, 1967; Ganster et al., 1983; Arnold et al., 1985). Such responses 
may produce spurious relations between variables (Ganster et al., 1983). In the 
current study, individual propensity for SDR was assessed using a scale adopted 
from Crowne and Marlowe (1964) that appears in the Appendix. Scores on this 
scale were used to adjust variable measures using the techniques recommended 
by Anderson et al. (1984). The adjusted measures yield the same findings as the 
original measures, which suggests that SDR is not a problem in the current study. 
Results for the original measures are also reported. 

We also attempt to assess potential response biases that involve personality 
characteristics of positive and negative affectivity. Positive affectivity is the indi- 
vidual’s disposition to perceive situations in pcsitive ways while negativity affec- 
tivity is the tendency to view situations negatively (Agho et al., 1992; Iverson and 
Erwin, 1997). Three-item scales, adopted from Agho et al. (1992), were used to 
measure positive and negative affectivitv (see Appendix). Affectivity scores were 
used to adjust variable measures using the method of Anderson et al. (1984). Stati- 
stical results for the adjusted mzasures mirror those for the original measures, 
which suggests that affectivity is not a problem. Results for the original measures 
are also reported. 


Data Analysis Employed 

Descriptive statistics for the measures appear in Table 1 while correlations appear 
in Table 2. Path analysis was used to test the hvpotheses. As Figure 1 summarizes, 
the exogenous variables (leadership style, information asymmetry and evaluative 
use of budget) are posited to affect budget participation through a mediating vari- 
able, encouragement of budget participation. Hartmann and Moers (1999, p. 310) 
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TABLE 1 
DESCRIPTIVE STATISTICS 

Variable Mean SD Observed Theoretical 

range range 
Leadership style 24.2 7.29 7-38 5-35" 
Information asymmetry 31.0 6.24 14—42 6-42 
Evaluative use of budget 26.6 5.43 9—35 5-35 
Encouragement of budget participation 16.4 3.81 5-21 3-21 
Budget participation 30.5 6.33 7-40 6-42 





* Calculation of theoretical range. For leadership style, there are five items, each with a seven-point 
response scale ranging from 1 (strongly disagree) to 7 (strongly agree). ‘Theoretically, the lowest 
possible score is 5 (5 times 1) whereas the highest possible score is 35 (5 times 7). Calculation of 
theoretical range jor other variables is similar. 


TABLE 2 


MATRIX OF INTERCORRELATIONS 





Leadership Evaluative Information Budget Encouragement 
style (1) use of asymmetry participation of budget 
budget (2) (3) (4) participation (5) 
(1) 1.000 
(2) 198 1.000 
(.100) 
(3) -273 .063 1.000 
(.022) (.604) 
(4) 432 647 -020 1.000 . 
(.002) (.001} (.867) 
(5) 526 509 .018 642 1.000 
(.001) (.001) (.883) (.001) 








p-values are reported within parentheses (Hy: Rho = 0). 


note in their review of budgeting studies that path analysis is an appropriate 
method in mediation models.’ 

The path model corresponds to the theoretical model in Figure 1. Each hypoth- 
esized link between variables has a path coefficient that measures the impact of 


3 Hartmann and Moers (1999) critically review methodological issues, especially statistical issues, in 


prior budgeting studies. They report that the following types of errors are common: use of statistics 
which do not conform to the theory being tested; mis-specification of regression equations; incor- 
rect conclusions concerning effect size; testing for strength of relation when hypothesizing the form; 
and misinterpretation of results concerning main effects and higher order interactions. 

Briers and Hirst (1990) also critically evaluate prior budgeting studies, specifically those that 
examine the use of budget information in performance evaluation. They discuss methodological 
problems such as: variable measurement; omitted variables; and ‘the use of test procedures that are 
only indirectly related to theory statements’ (p. 392). 
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the antecedent variable in explaining variance in an outcome variable. The path, 
coefficient measures the association between variables in terms of standard 
deviation, specifically the change in the outcome variable, measured in standard 
deviations, associated with a one standard deviation change in the antecedent 
variable. Values for path coefficients were estimated using regression analysis 
(Pedhazur, 1982; Asher, 1983). The path coefficient value is the standardized beta 
coefficient determined by regressing the outcome variable on the appropriate 
antecedent variables. 


RESULTS 


Regression equations and resulting path coefficients for the hypotheses appear in 
Table 3. Path coefficients for the proposed thecretical model are illustrated in 
Figure 2. 

A key variable in the theoretical model is the superior’s encouragement of 
budget participation by the subordinate (EBP). The results of regression analysis 
with EBP as the dependent variable appear in Table 3 (Equation (1)). As predicted 
in H1, considerate leadership style (LS) is a statistically significant predictor vari- 
able (p = .001). Also, as predicted in H4, evaluative use of budget (EUB) is significant 
(p = .001). As Table 3 reveals, the proposed relation (H3) between information 
asymmetry and EBP is not supported. Further, as indicated in Table 2, informa- 
tion asymmetry does not have a statistically significant correlation with EBP or 
budget participation. This contrasts with Shields and Young’s (1993) significant 
correlation between information asymmetry and budget participation. 


TABLE 3 


PATH ANALYSIS RESULTS 














Equation Dependent Independent Associated Path t-value p-value R? 
variable variables hypothesis coefficient 

(1) EBP LS H1: 479 4.96 .001 46 
IA H3 .123 > 1.30 199 
EUB H4 .406 4.37 .001 

(2) BP EBP H2 315 2.86 006 57 
LS — .188 1.86 .068 
IA — .038 0.44 661 
EUB — .447 4.73 .001 

















For both regression equations, the F-value has a p-value less than .001. 
EBP = encouragement of (subordinate) budget participation 
= leadership style 
IA = information asymmetry 
EUB = evaluative use of budget 
BP = budget participation 
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FIGURE 2 


MODEL WITH FATH COEFFICIENTS 
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All path coefficients are statistically significant at the .01 level (see Table 3) except those marked as 
‘n.s? (not significant). 


Important differences between the two studies may account for the divergent 
statistical results involving information asymmetry. These include the nature of 
the sample and the measurement of information asymmetry. Shields and Young 
(1993) surveyed very large companies (S&P 500) that tend to be geographically 
dispersed and have many product lines. ‘The information asymmetry examined 
was between central management (cop management at headquarters) and the 
investment and profit center managers immediately below central management’ 
(p. 272). To measure information asymmeiry, corporate controllers were asked: 
‘How much more does each manager know relative to the central management 
about the following :tems? (p. 272). This question measures the controller’s per- 
ception of the average information asymmetry that exists within the controller’s 
company, between upper level managers ard top executives at headquarters; con- 
sequently, information asymmetry is measured at the company level. 

The current sample are managers and supervisors in smaller and more localized 
firms. The measure of information asymmetry used here, originally developed 
by Dunk (1993), focuses on information differences in the context of superior/ 
subordinate relations. Consider this question: ‘In comparison with your supervisor, 
who is in possession of better information regarding activities in your area of 
responsibility?’ Information asymmetry is thus measured at the individual, not the 
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company, level. Further, this approach examines information asymmetries between 
a wide variety of organizational levels whereas Shields and Young (1993) focus on 
information differences between upper level managers and top executives at 
headquarters. 

Equation (2) in Table 3 reveals the results of regression analysis when budget 
participation is the dependent variable. As predicted in H2, EBP is a statistically 
significant predictor variable (p = .006). The evaluative use of budget (EUB) is 
also significant (p = .001). The finding of a direct link between EUB and budget 
participation mirrors the results reported by Lau and Buckland (2001) and Lau 
and Tan (2003). Our study extends their findings by demonstrating that the rela- 
tion between EUB and budget participation has both (a) a significant direct effect 
(Table 3), and (b) a significant indirect effect. The indirect effect, which was not 
examined previously, involves links between EUB, EBP, and budget participation 
(EUB — EBP — BP). Using the techniques of Sobel (1982), the indirect effect 
was found to be statistically significant (p = .01).* Regarding the interpretation of 
the statistical results involving EUB, the direct link between EUB and budget 
participation may reflect the efforts of subordinates to participate in setting per- 
formance standards to ensure that the standards are fair and reasonable. The indi- 
rect effect (EUB — EBP — BP) may reflect the efforts of superiors to address the 
fairness concerns of their subordinates. 


CONCLUSION 


Budget participation has been examined often in the accounting literature. As 
Shields and Shields (1998) note, most studies have investigated the consequences 
of budget participation while igncring its causes or antecedents; yet, as they argue, 
to understand fully the consequences of participation, researchers must under- 
stand why participation exists. The antecedent issue investigated here focuses on 
why superiors encourage subordinates to participate in the budgeting process. In 
attempting to explain the actions of the superior in this budgeting context, we rely 
upon a number of theoretical perspectives including leadership theory, agency 
theory and organizational justice. As Covaleski et al. (2003) argue, borrowing 
from multiple perspectives offers researchers the opportunity for more complete 
and valid explanations of budgeting practices. 


‘ Using the procedures recommended by Sobel (1982), the unstandardized path coefficient for the 


indirect effect, EUB —> EBP — BP, wes calculated using regression equations (1) and (2) in Table 
3. Specifically, the unstandardized regression coefficient far EUB in equation (1) was multiplied by 
the unstandardized regression coefficient for EBP in equation (2). The resulting path coefficient 
was divided by its standard error to yield a t-value. The standard error was estimated using the 
following equation: 


(b3sî + bisz)? 


b, unstandardized regression coefficient for EUB in equation (1) 
s, standard error of regression coefficient for EUB 
b, unstandardized regression coefficient for EBP in equation (2) 
5, standard error of regression coefficient for EEP 


436 


© 2008 The Authors 
Journal compilation © 2008 Accounting Foundation, The University of Sydney 


ANTECEDENTS OF BUDGET PARTICIPATION 


In general, empirical results support the theoretical framework proposed above. 
This may aid in developing more complete models of the role of budget participa- 
tion in the workplace. Regarding leadership, results suggest that leaders with a 
considerate leadership style are likely to promote subordinate participation in a 
budgeting setting. Extending this finding, budget participation may mediate the 
relation between leadership style and workplace outcomes like job satisfaction. 
Results also suggest that superiors promote subordinate participation when sub- 
ordinates are evaluated using budget goals. As we argue, this may reflect the 
superior’s concerns about the fairness or justice of the performance evaluation. 
Extending this finding, budget participation may mediate the relation between 
evaluative use of budget and work outcomes that prior research has linked to 
organizational justice such as job satisfaction and turnover. 

While the current study focuses on why superiors encourage subordinate parti- 
cipation, subordinate desires also may play a role in budget participation. The 
findings indicate a significant relation between evaluative use of budget and 
budget participation. One can speculate that this may reflect the desire of the 
subordinate to participate in the budgeting process when budget gcals are used to 
evaluate the subordinate. Future research cculd investigate this possibility more 
directly by measuring subordinate desire to participate. Other factors that may 
influence subordinate desire also could be examined (e.g., use of budget-based 
bonuses, satisfaction of higher order needs such as the need for influence). 

Findings reported here are subject to the usual limitations of survey research. 
For example, they may be specific to the sample used. Measures of constructs may 
have errors; there may be important variables that were not included in the 
model, that is, omitted variable problems. The cross-sectional survey employed 
cannot prove causality. Although the response rate of 61 per cent is reasonably 
good for a survey of this type, non-respcnsz bias may be a potential problem. 
Finally, as in most surveys, common method bias may be an issue although the 
current study does attempt to control for three potential sources of bias: social 
desirability response, positive affectivity, and negative affectivity. 
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APPENDIX 


SURVEY QUESTIONS 


Leadership Style (consideration) 


My immediate supervisor is friendly and approachable. 

My immediate supervisor treats his/her subordinates as his/her equals. 

My immediate supervisor looks out for the personal welfare of subordinates. 
My immediate supervisor explains his/her actions to subordinates. 

My immediate supervisor acts without consulting his/her subordinates. (reverse 
wording) 


RA cee co al TE 


Information Asymmetry 


1. In comparison with your supervisor, who is in possession of better information 
regarding the activities in your area of responsibility? 

2. In comparison with your supervisor, who is more familiar with the input-output 
relationships inherent in the internal operations of your area of responsibility? 
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. In comparison with your supervisor, who is more certain of performance 


potential of your area of responsibility? 

In comparison with your supervisor, who is more familiar technically with the 
work of your area? 

In comparison with your supervisor, who is better able to assess the potential 
impact on your activities of factors external to your area? 

In comparison with your supervisor, whe has a better understanding of what 
can be achieved in your area? 


Evaluative Use of Budget 


1. The importance of meeting the budget to your supervisor. 

2. The extent to which you investigate items which are ‘overspent’ against budget. 
3. 

4. Budget variances are the extent to which actual performance levels deviate 


The extent to which your department’s performance is evaluated against budget. 


from performance levels which were forecast in the budget. To which extent 
are you held accountable for budget variances? 

To what extent are you required to submit explanations concerning budget 
variances? 


Encouragement of (Subordinate) Budget Participation 


1. 


2. 
3. 


My immediate supervisor strongly encourages me to participate in the budget 
setting process. 

My immediate supervisor actively seeks my input in the budget setting process. 
In the budgeting process, my supervisor seems to seek my input more than the 
input of his/her other subordinates. 


Budget Participation 


nin & 


The portion of the budget I am involved in setting. 

The amount of reasoning provided to me by a superior when the budget is 
revised. 

The frequency of budget-related discussions with superiors initiated by me. 
The amount of influence I feel I have on the final budget. 

The importance of my contribution to the budget. 

The frequency of budget-related discussion initiated by my superior when 
budgets are being set. 


Social Desirability Responding (SDR) 


ae 


. I have never intensely disliked anyone. 
. I have never deliberately said something that hurt someone’s feelings. 


I have never been irritated when people expressed ideas very different from 
my own. 
No matter who I am talking to, I am always a good listener. 


. When I do not know something, I will readily admit it. 
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Positive Affectivity 


1. I usually find ways to liven up my day. 
2. I often feel happy and satisfied for no particular reason. 
3. It is easy for me to become enthusiastic about things I am doing. 


Negative Affectivity 


1. Minor setbacks sometimes irritate me too much. 
2. I often find myself worrying about something. 
3. Often I get irritated at little annoyances. 
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MICHAEL JOHN JONES 


The Dialogus de Scaccario (c.1179): 
The First Western Book on Accounting? 


There has been much interest in the first books on accounting in the 
Western world. However, generally this has focused on books on double- 
entry bookkeeping. Double-entry bookkeeping emerged in the twelfth 
and thirteenth centuries and was first expounded in printed form in 
Pacioli’s famous treatise in 1494. The system which double-entry gradually 
supplanted was charge and discharge accounting. Charge and d:scharge 
accounting was widespread in medieval Britain. Its origins appear to have 
been in the English Exchequer about 1110. By the late twelfth century, it 
was well-established. In 1177-79, Richard fitz Nigel wrote the Dialogus 
de Scaccario (Dialogue of the Exchequer) which explained its workings. 
This treatise, written in the form of a dialogue between master and 
disciple, outlines not only the duties of the parties involved, but also the 
accounting syszem which was employed. This book represents perhaps 
the first Western book on accounting. 


Key words: Accounting, book; Charge and discharge; Dialogus de 
Scaccario;, Dialogue of the Exchequer. 


For it is praiseworthy to seek the flowers of mystic meaning amidst the zhistles of worldly 
affairs. Not only in the points thou hast raised, but also in the full description of the 
Exchequer, there are certain places where are concealed sacred mysteries. The diversity 
of offices, the authority of the judicial power, zhe stamp of the royal image, the issue of 
summonses, the composition of the rolls, the accounting of stewardships, the exaction of 
debts, the condemnation or acquittal of the accused, are all symbols of the strict account 
to be revealed when the books of all shall be opened and the doors closed. 
—Dialogue cf the Exchequer, 
Book I: Section V (Douglas and Greenaway, 1952, p. 506)! 


The first books on accounting have long been a topic of interest to accounting 


historians. However, this research has almost solely focused on books on double-entry 


! This article uses the Douglas and Greenaway translation (1953, pp. 490-569), which appears to be 
the most authoritative, given its widespread citation. 
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bookkeeping.” Yet, double-entrv bookkeeping (see Lall Nigam, 1986; Nobes, 1987) 
was a comparatively late accounting system to develop and to be documented. 
Chatfield (1973, p. 32) points out that: ‘Bilateral accounts developed in northern 
Italy between 1250 and 1440 in response to increasing trade complexities and to 
business needs not satisfied by existing accounting systems’. It was only in 1494 
that Pacioli’s Summa de Arithmetica, Geometria, Proportioni et Proportionalita 
(Everything about Arithmetic, Geometry and Proportion) was published. Pacioli’s 
book has, with very few exceptions (most notably Parker, 1999), generally been 
accepted as the first Western book on accounting: “The long list of books on book- 
keeping and accounts begins resoundingly with the publication in 1494 in Venice 
cf Luca Pacioli’s Summa de Arithmetica (Yamey, 1975, p. xvii).? This formalized 
the system which had been used by Italian merchants in the twelfth and thirteenth 
centuries (Chatfield, 1973; Yamey, 1989; Edwards, 1989). This focus by account- 
ing historians on double-entry bookkeeping undoubtedly reflects the fact that this 
is still the system used in today’s accounting. 

However, double-entry bookkeeping was not widely used until the late Middle 
Ages. Edwards (1989, p. 56), for example, comments on British commercial 
capitalism from the start of the sixteenth century to the middle of the eighteenth 
century that ‘the rate of adoption of double-entry book-keeping was extremely slow’. 
Macve (1996) and Yamey (1981) both note the anomaly that although double- 
entry was known from around 1500, it was not widely adopted in the Western 
world until the nineteenth century. Before this charge and discharge accounting 
was the dominant system, ‘the method of accounting employed by significant eco- 
nomic entries (i.e., landed estates, local authorities, and religious and educational 
institutions)’ (Edwards, 1996, p. 32). This system focused on personal accountabil- 
ity. It was pre-eminently a system of stewardship (Baxter, 1980). An individual, 
such as a bailiff, steward or sheriff, was charged with the opening debts plus this 
year’s receipts (Chatfield, 1973; Edwards, 1989). He was responsible to the Lord 
of the Manor or to the King. He was discharged by authorized expenditures and 
had to account for the closing debts. The charge and discharge system was found 
in governmental accounting and estate accounting throughout the medieval 
period (see, e.g., Levett, 1927; Harvey, 1972). It persisted into the nineteenth 
century in some areas such as local government (Chinney, 1967; Jones, 1985; 


Parker, in his select bibliographies or the works on the history of accounting (1965, 1977, 1980, 
1988), notes that there were at least twenty items published up to 1987 on Pacioli’s first Italian 
exposition of double-entry bookkeeping and eight on the earliest English double-entry books such 
as Oldcastle, Mellis and Peele. In addition, Parker lists, at least four publications on early Flemish 
accounting double-entry books, three on early Japanese accounting double-entry books and three 
on early U.S. accounting double-entry books. Yamey (1983) and Carnegie and Parker (1994) com- 
ment, respectively, on the first Danish and Australian books on accounting. 


Thereafter, the earliest printed books on accounting in major European languages are as follows: 
Schreiber (German, 1521), Diego del Castillo (Spanish, 1522), Oldcastle (English, 1543), Ympyn 
(Flemish/Dutch, French, 1543), Hortulari (Swedish, 1646), Pederson (Danish, 1673), Bonavie (Por- 
tuguese, 1758) (Carnegie and Parker, 1994, p. 79). 
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Edwards, 1989) and universities (Jones, 1992). Baxter (1980) also notes its survival 
in twentieth-century Scottish trust accounting. 

This system arose in the English Exchequer at the start of the tweifth century 
(Jones, in press). It was documented in 1179 by Richard fitz Nigel in the Dialogus 
de Scaccario (Diaiogue of the Exchequer). This book, a unique historical docu- 
ment, has long been studied by economic, social and political historians. Poole 
(1912, p. 3) cites Pollock and Maitland (1895, p. 140): ‘The book stands cut as a 
unique book in the history of medieval England, perhaps in the history of medieval 
Europe. A high officer of state, the trusted counsellor of a powerful King, undertakes 
to explain to all whom it may concern the machinery of government’. Although 
historians have universally recognized its importance (e.g., Johnson et al., 1983; 
Green, 1986; Warren-Hollister, 2001), its significance in the historiography of 
accounting has been almost totally overlooked. This is accounted for by the 
almost total concentration of accounting historians interested in the medieval 
period on the nature and content of the first double-entry bookkeeping texts (see 
Chatfield and Vangermeesch, 1996). There is, for example, no mention of the 
Dialogus de Scaccario in the standard histories of accounting (e.g., Chatfield, 
1973; Edwards, 1989).4 Indeed, Littleton (1933) in his seminal and influential book 
on Accounting Evolution to 1960 barely mentions even charge and discharge 
accounting let alone the Dialogue of the Exchequer. Indeed, Parker (1999, p. 18) 
correctly states that: ‘one of the mostly [sic] widely held fallacies of accounting 
history is that accounting literature starts with Pacioli in 1494. This is only true if 
we insist on print rather than manuscript and define accounting as double-entry. 
If we take a broader view, then a stronger candidate is Richard Fitznigel.’ Despite 
Parker’s identification of this fallacy it is probably still widely held. This article 
will hopefully help to combat this fallacy. 

Parker (1999) correctly captures the historical importance of the Dialogue of 
the Exchequer, stating it dealt with the most important accounting records in 
England and that charge and discharge accounting predated double-entry book- 
keeping by a couple of centuries. Indeed, the Dialogue of the Exchequer is deserv- 
ing of study as it kas a strong claim to be the earliest book on Western accounting 
to be examined tc date.> However, this important, early text has not been subject 
to a detailed examination by an accounting historian. The purpose of this article 
is first to investigate the Dialogue of the Exchequer as a primary, original source 
of documentary evidence about medieval accounting. This book provides a rare 
insight into the workings of an early governmental accounting system. Its successor 


4 It is referred to in passing, however, in a few articles such as Hoskin and Macve (1986, p. 113); 


Baxter (1989, p. 50); Robert (1956, p. 77). A translation by Jahnson (1950) is referred to by Parker 
(1980). Parker (1959) correctly identified its significance in the accounting literature. 


5 In other areas of the world there are, however, 2xamples of earlier written texts that predate the 
Dialogue of the Exchequer and have strong claims to be early books which cover accounting matters. 
See, for example, from India Kautilva’s Arthaéatra (c.300Bc), which contained a separate chapter 
on accounting (Mattessich, 1998) or, from China, the Rites of Zhou (c.1100-771gc) which outlined 
early Chinese administration (Aiken and Lu, 1953). 
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was only written in 1711 (Parker, 1999). The system documented by fitz Nigel 
lasted for centuries and double-entry bookkeeping was only introduced into 
governmental accounting in 1830 (Edwards et al., 2002). Douglas and Greenaway 
comment that the ‘primary object [of the Dialogue] is to explain the system 
whereby the accounts of the sheriffs were audited and enrolled’ (1953, p. 490). 

A second purpose is to evaluate critically the administrative and behavioural 
features of the Exchequer accounting system outlined in the Dialogue of the 
Exchequer. In particular, there is an examination of the literarv and calculative 
techniques used in the Exchequer, the administrative controls of the Exchequer 
and behavioural aspects of the Exchequer pracess. 

It is interesting to reflect on why ckarge and discharge accounting which ran 
parallel to, and was more important than, double-entry bookkeeping for most of 
the Middie Ages has been relatively neglected by accounting historians. The roots 
for this probably lie in the fact that as Carr (1987, p. 24) states ‘we can view the 
past, and achieve our understanding of the past, only through the eyes of the 
present’. History starts from the present (Jones and Oldroyd, 2008). The past is 
what it was before it turned into the present (Collingwood, 1994, p. 405) and in 
the present, double-entry bookkeeping is the dominant form of accounting. It is 
therefore natural that historians are interested in its origins. In a Darwinian sense, 
charge and discharge. accounting is an accounting system which has not survived. 
In this sense, charge and discharge has failed the crucial historical test of survival. 
‘History is, by and large, a record of what people did, not what they failed to do’ 
(Carr, 1987, p. 126). Orwell (1944), for example, points out that if Hitler had 
won the last war our history of the Second World War would have been vastly 
different. This reflects the famous maxim that ‘history is written by the winners’.® 
Benjamin Walter similarly notec that the adherents of historicism empathize with 
the victor (Bynum and Porter, 2006). Charge and discharge is of less concern to 
the historians of the present because it has not survived. In addition to this 
fundamental reason, a contributory factor may be that fewer historical texts have 
survived on charge and discharge accounting. While Pacioli’s famous book was 
replicated, distributed and printed widely in Europe, the Dialogus de Scaccario 
was simply not widely copied and distributed. Indeed, the first printed copy 
appears to have been made only in 1712 by Thomas Madox as an appendix to his 
History and Antiquities of the Exchequer (Johnson et al., 1983, p. xii). 

The remainder of this article has three sections followed by a conclusion. In the 
next section, the economic, social and political conditions of the twelfth century 
are explained so that the Dialogue of the Exchequer and the system it outlines can 
be seen in context. This is followed by an overview of the Dialogue of the Exchequer 
which embraces the author, the structure of the document and a broad overview 
of its contents. In the fourth section, the accounting system which fitz Nigel 
outlined is discussed. 


é This quotation is commonly attributec to Churchill or Napoleon, but the exact reference is unclear. 
However, George Orwell wrote a piece in 1944 in Tribune in which this phrase is used. 


446 


© 2008 The Author 
Journal compilation © 2008 Accounting Foundation, The University of Sydney 


FIRST WESTERN BOOK ON ACCOUNTING? 
ECONOMIC, SOCIAL AND POLITICAL CONTEXT 


The twelfth century was a time of consolidation in England, after the upheavals 
following the Norman Conquest in 1066. The period 1066-1100 was one of major 
social revolution in England (Loyn, 1962). A small powerful elite of Norman 
nobles introduced a hierarchical, feudal superstructure which superseded the 
looser Anglo-Saxon social allegiances. Land was granted in return for military 
service. The King was the top of the feudal hierarchy. A small, powerful ring of 
inner nobles around the King governed the country. They formed the King’s 
household or Curia Regis. Land was held subject to service, primarily of a feudal, 
military nature. At the bottom of the syramid were the peasantry. While the pea- 
santry spoke largely English, French was the language of the nobility and Latin 
the language of the church (Oschinsky, 1971, p. 9, as reproduced in Parker, 1999). 

The Normans, however, continued the laws and customs of the old English 
monarchy. The Normans thus developed rather than replaced the Anglo-Saxon 
institutions. The Domesday survey of William I in 1087 was an extensive inven- 
tory of all English landholdings. The survey was incredibly detailed including, for 
example, details of each manor, number of villani, cottagers, slaves, freemen and 
sokemen and the value of the manors at 1066, 1086 and on change of ownership.’ 
The Domesday Book provided the administrative framework on which feudalism 
rested. The King could not only establish what he owned, but also what it was 
worth (Godfrey and Hooper, 1996; Oldroyd, 1997). It enabled the Norman kings 
to collect the Danegeld® and to raise money from the shires through sheriffs. Over 
time, there was a gradual consolidation of the King’s rights, particularly to collect 
monetary payments. 

From 1100, Henry I’s reign was one of administrative consolidation. ‘He and his 
ministers reconstituted and tamed the itinerant royal court along national lines, 
reformed the exchequer and treasury, intrcduced the systematic use of itinerant 
justices on a kingdomwide scale, developed royal patronage into a science, and 
presided over a long generation of peace and prosperity in England’ (Hollister, 
2001, p. 1). 

A particular concern of the Henrician rule was the administration and collection 
of the royal finances. In essence, under Henry I the royal finances were still broadly 
synonymous with the nation’s finances. However, the complexity of administering 
the kingdom was steadily growing and with it the need to distinguish between the 
King’s personal finances and those of the netion. Before Henry I the collection of 
the national revenue was becoming centralized. Under Henry I, this centralization 
was accelerated, institutionalized and made more efficient. An eleventh-century 
economic revival created ‘the need to develop more efficient systems for the 
collection and disbursement of revenue’ (Lyon and Verhulst, 1967, p. 11). In 


7 Villani, cottagers and sokemen are all types of eleventh-century peasants. 


® The Danegeld was originally a tax raised to defend the kingdom against Viking incursions. By the 
twelfth century it had become an irregular tax. 
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particular, a sophisticated financial apparatus was set up. Hollister (2001) sees this 
as the most sophisticated government in Europe since the Romans. For Henry I, 
and for successive kings and magnates, there was a need to establish a financial 
administrative system which would not only efficiently collect large amounts of 
revenue, but would also provide them with a ‘patronage pool’ of lands, offices and 
privileges so that they could reward retainers and other dependents (Booth, 1981, 
p. 77). This was particularly necessary as Henry I gave away much of the royal 
land in patronage and there was thus a pressing need to manage efficiently the 
remaining land. In addition, when the major land redistribution had finished it 
became easier to impose, collect and audit the royal revenues (Green, 1986). In 
effect, the more efficient administrative system under Henry I reflected the fact 
that the Anglo-Norman regnum had ceased to expand and, therefore, needed to 
manage its existing resources mcre efficiently (Hollister, 2001). 

The royal revenues effectively were collected in the shires by sheriffs who were 
royal appointees. These sheriffs, who had developed out of the shire reeve of 
Anglo-Saxon England, were the key local administrative officials of Norman 
England. The shires had developed by this time into broad administrative regions 
which provided manageable and stable financial and judicial units. The office of 
sheriff proved a lucrative one. Sheriffs were exempt from the Danegeld, levied 
county aids, and pocketed any surplus revenues they collected. In Henry I’s reign, 
there was an attempt to rein in the sheriffs. In particular, there was a need to 
prevent royal officials developing into ‘independent hereditary officials’ (Cam, 
1930, p. 3). ‘The office was still very powerful with ample opportunity for self- 
enrichment. Nevertheless the growing number of strands in the web of govern- 
ment was beginning to enmesh the sheriff’ (Green, 1986, p. 122). These sheriffs 
according to Hollister (2001) were less exalted, pliable men from Henry’s time 
onwards, although Green (1986) was less convinced of this. 

The central element of the rayal revenues was the ‘farm of one night (firma 
unius noctis) which was a sum in cash or kind sufficient to support the royal court, 
in theory, for a single twenty-four hour period’ (Stafford, 1980, p. 491). Fitz Nigel 
explains that the ‘farm of one night’ grew out of the ancient custom of supplying 
the daily necessities of the royal household through provisions in kind. This sum 
which was collected from manors and other royal lands had been commuted into 
a cash sum by 1179 and varied from place to place. By Henry I’s time, the farm of 
the shire was fully established (Poole, 1912, p. 133). By the mid-twelfth century, 
these sheriffs reported to the King in the court of the Exchequer. The Exchequer 
thus represented the pivot on which the royal financial system revolved. It was 
this system that fitz Nigel described in the Diaiogue of the Exchequer in 1179. 

The immediate impetus for the creation of the Exchequer appears to have been 
the need for Henry I to collect money to pay for the dowry of his daughter on 
her marriage to the Holy Roman Emperor, Henry V, in 1110 (Jones, in press). 
This resulted in the need to raise an enormous dowry through a Danegeld. This 


? William the Conqueror established a transnational kingdom which embraced both Normandy and 
England. This is often termed an Anglo-Norman regnum. 
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immediate financial imperative appears to have been supervised by the Justiciar, 
Roger of Salisbury. More broadly, there was a need to overhaul the treasury so 
as to control the sheriff’s activities. 

Once instituted the Exchequer, although refined and developec from time to 
time, remained virtually unchanged for centuries. Rapidly it assumed an indispens- 
able role at the heart of government. It is this system that fitz Nigel recorded in 
great depth. 


OVERVIEW OF THE DIALOGUE OF THE EXCHEQUER 


The Dialogue of the Exchequer is a substantial document written between 1176 
and 1179," and is about 39,000 words in length. Until its publication by Thomas 
Madox in 1711, various handwritten ccpies circulated with minor differences 
between the versions.” It is written as a dialogue between master and disciple. 
The disciple asks a short question and then the master provides an extended 
answer. Both master and disciple are presumed to be officials at the Exchequer 
(Douglas and Greenaway, 1953). The text is thus didactic in nature. It assumes 
scant knowledge on the part of the disciple. As a result, it explains clearly basic 
terminology which would probably have been well understood at ihe time. How- 
ever, to historians, the very basic nature of the discussion is particularly useful as 
it explains the mechanics of the administrative system used at the time. In today’s 
terms the Dialogue is perhaps equivalent to a basic workaday financial guide, an 
accounting manual. Its primary purpose is to explain the accounting system for 
royal finances in the twelfth century. The Dialogue of the Exchequer is thus delib- 
erately written to instruct those with little experience of royal finances about the 
inner workings of government. It uses basics to explain in great detail terms and 
practices in the twelfth century. As such it is an exceptionally useful historical 
document. Not only does it outline in detail the royal financial administration, 
but it also provides a wider insight into twelfth-century life. The text outlined the 
basis for governmental, particularly Exchequer, finance in England. The system 
once set up lasted substantially unchanged up to the 1830s. It is written in ‘some- 
what clumsy’ Latin (Johnson et al., 1983, p. xvii). 

Fitz Nigel was a member of the Anglo-Norman establishment. ‘Richard the 
Treasurer belonged to the mosi characteristic official family of his time’ (Poole, 
1912, p. 6). He was a member of the King’s household and clearly an insider. His 


It appears to have been started sceme time between December 1176 and December 1177 and 
finished before April 1179. Some further passages may have been added up to 1189 (Joznson et al., 
1983). For consistency, 1179 is treated as the date of substantial completion in this volume. 
Richard fitz Nigel’s name is also open to some dispute. Various sources zall him Richard fitz 
Nigel, Richard fitz Neale or Richard fitz Neal. Both fitz and Fitz are used. I taxe the Dictionary of 
National Biography usage of Richard fitz Nigel. This makes sense as Richard was the illegitimate 
son (fitz = illegitimate) of Nigel of Ely (Hudson, 2007). 


Since 1711, there have been many translations, including those of Douglas and Greenaway (1953) 
and Johnson et al. (1983). All of these can be traced to three or more copies of fitz Nigel’s original 
manuscript. 
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family had served successive kings for three generations. His father, Nigel, Bishop 
of Ely, served both in the Curia Regis and in the Exchequer, and was treasurer 
under Henry I, being summoned oy Henry II to restore the Exchequer to its 
former efficiency after its decline under King Stephen (Johnson, 1983). Nigel, 
Bishop of Ely, purchased the office of treasurer for his illegitimate son in 1158. 
Richard was also the great-nephew of Roger, Bishop of Salisbury, the Justiciar of 
England under Henry I, the first English Justiciar.? Roger of Salisbury was the 
most important royal official under Henry I and is commonly credited with the 
systematic development and organization of the Exchequer. 

Richard fitz Nigel himself ‘may be described as a practical man of affairs, liber- 
ally educated, but in no sense a profound scholar’ (Douglas and Greenaway, 1953, 
p. 491). He was born about 1130 and was brought up in Ely monastery. Richard’s 
career embraced both royal administration and the Church. At the Exchequer, he 
was treasurer from 1162 until his death in 1198. Before this he may have been a 
clerk in the Chancery (Johnson et al., 1983). In the Church, he held a number of 
offices, culminating in that of the Bishop cf London in 1189. He was also an itinerant 
justice on several occasions. Finally, he was the author of a legal work, Tricolumnis, 
that is no longer extant. He was, therefore, obviously well acquainted with 
contemporary English law. “The Dialogue of the Exchequer is thus the work of 
an experienced fiscal administrator, a high officer of the Crown’ (Douglas and 
Greenaway, 1953, p. 491) and also of a committed author. Johnson et al. (1983, 
pp. xix, xvi) comment: ‘He shows a combination of respect for cfficial tradition 
with a zeal for the public interest and a consideration for individuals which 
marks him, in principle at least, a model civil servant’ and ‘Apart from Richard’s 
official duties, he does not seem to have been either politically or ecclesiastically 
important’. 

The historical accuracy of the Dialogue of the Exchequer has been much studied 
by historians. Johnson et al. (1983) sum up the general consensus: ‘in matters of 
the details of Exchequer practice [fitz Nigel] may be completely trusted, except 
where he is tempted to describe the process too simply’. On some historical 
details, however, he has been proved to be wrong—for example, his account of 
the origins of the Exchequer or his account of the abolition of Danegeld as an 
annual tax by William I. 

The Dialogue of the Exchequer begins with a short preface, and is followed by two 
parts. ‘The book is a practical treatise, divided into two parts, the first devoted to 
the structure and functions, and the second to the actual operation of the Court 
[of the Exchequer]’ (Johnson et al., 1983). The preface is dedicated to Henry II, 
‘illustrious king, greatest of earthly princes’ (p. 491). In style, the preface is some- 
what obsequious which distinguishes it from the practical, workaday style of the 
rest of the book. Fitz Nigel is concerned with the proper fiscal administration of 
the realm. 


12 The Justiciar was, in effect, the King’s first minister. The office arose at the start of the twelfth cen- 
tury as part of the centralization and reorganization of the English state. 
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Therefore, no matter what may be, or appear to be, the origin or manner of acquisition. 
of wealth, those who by their office are appointed to keep the revenues should not be 
remiss in caring for them. But careful diligence in collecting; conserving and distributing 
them benefits thase who are about to render accounts, so to speak, of the state of the 
realm whose security depends upon its wealth. (p. 491) 


Fitz Nigel stresses thet the book deals with ‘the procedure to be observed in your 
Exchequer’ and that 


the Exchequer has evolved its rules, not by hazard, but by the deliberations and decisions 
of great men; and if those rules be observed in every particular, the rights of individuals 
will be maintained, ard the revenue due to the Treasury will come to thee in full, and this 
thy hand, which ministers to thy most noble mind, may suitably expend. (p. 492) 


Part I comes with a prologue. Fitz Nigel describes a scene whereby a master 
is sitting at the window of a turret overlooking the river Thames in Londen.” The 
disciple asks, ‘why therefore dost thou noi teach others the krowledge of the 
Exchequer thou art said to possess so fully, and commit it to writing lest it perish 
with thee?’ (p. 492). Fitz Nigel then composes ‘a treatise on c2rtain laws and 
customs of the Exchequer’ (p. 493). 

Part I is divided into eighteen sections (see Figure 1). Essentially, these concern 
the origin, nature and function of the Exchequer. The rights and responsibilities 
of the different officials are described in detail. In addition, the actual process by 
which the money was collected and paid is described. Part II has twenty-eight 
sections (see Figure 1). It deals with the practical issues of how to summons the 
sheriff, the oaths of sheriffs and, in particular, dwells on the recovery of debts. 
Part II is often very detailed and technical. 


THE ACCOUNTING SYSTEM USED AT THE EXCHEQUER 


In this section, a synthesis of the Dialogue of the Exchequer is presented. It is 
divided into three major parts: nature of the Exchequer, the main officials and the 
accounting process itself. 


Nature of the Exchequer 

The Exchequer itself was probably located at Westminster with a private chamber 
to which the barons might adjourn. The Exchequer is described as ‘a quadrangu- 
lar board about ten feet in length and five in breadth placed befcre those who sit 
around it in the manner of a table’ (p. 492). It had a raised edge and on it was 
placed a black cloth marked with stripes. It perhaps resembled a modern pool 
table. On these stripes were placed counters so that calculations could be per- 
formed. Essentially, therefore, the calculation and payment of debt was carried 
out in a semi-public arena in front of a set of royal officials. The process was thus 
exceedingly transparent. 


3 Winchester was the criginal home of the Exchequer. Gradually, however, the meetings of the 


Exchequer moved to Westminster. 
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Ficure 1 


STRUCTURE OF THE DIALOGUE OF THE EXCHEQUER 








Preface 
Part I 
Prologue 
I What the Exchequer is, and what is the reason for this name 
Il That there is an Upper Exchequer and a Lower Exchequer: but both have the same origin 
HI As to the nature or arrangement of the Lower Exchequer according to the several offices 
IV What is the authority of the Upper Exchequer, and whence it took its origin 
V What the duties of the president are, and those of all who sit there officially; and what the 
arrangement of the seats 
VI The wording of the writs of the king drawn up at the Exchequer, whether concerning 
issues of treasure or computation or remission 
VII By whom, and for what purpose, the testing of silver was instituted 
VIII What are the rights and privileges of those who sit at the Exchequer 
IX What scutage is, and why it is so called 
X What ‘murdrum’ is, and why it is so celled 
XI What Danegeld is, and why it is so called 
XII What is the king’s forest, and what the reason for this name 
XIII What an ‘assart’ is, and why it is so called 
XIV o ‘thesaurus’ sometimes means the money itself, and sometimes the place where it is 
ept 
XV What use is made of the royal seal which is in the Treasury 
XVI What Domesday Book is, and for what purpose it was composed 
XVII What a hide is, and what a hundred and what a county, according to the common opinion 
of them 
XVIII What the exactory roll is 
Part II 
I Summonses are issued in order that the Exchequer may be held 
H How the summonses differ according to the term 
ll Concerning the manifold duties of the sheriff 
IV For what causes the absence of the sheriff is considered worthy of condonation 
Vv How is it that some estates are given ‘blanchec’, some by tale 
VI The things which should be credited to the sheriff, namely alms, tithes, payments of both 
kinds and lands farmed out 
VII The things which should be credited to the sheciff solely by custom of the Exchequer, that 
is, without a writ 
VII In what order the sums expended in public works by a writ from the king of indeterminate 
amount are to be credited to zhe sheriff 
IX That ro-one is acquitted from debt through a royal writ, unless it states the amount, even 
though it may give the cause 
X Concerning extinctions and usurpations, or, as we more usually term them, ‘escheats’ and 
‘purprzstures’ 
XI Concerning the rents of woods and how they ought to be computed 
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FIGURE 1 
CONTINUED 

XII Concerning pleas and covenants; in what order the accounts for them are drawn up, when 
the amounts on demand are paid 

XI Concerning the different kinds of persons who are insolvent, in respect of whom the oath 
is offered by the sheriff, and under what form of words it may be given 

XIV What chattels of debtors are to be sold, when they do not pay up themselves, and what 
order is to be abserved in the sale 

XV That the sherif must first take from the debtors of a defaulting debtor the sum due to the 
king 

XVI That the sheriff may seize what is demanded from the estates of a defaulter, even though 
he has in any way alienated them since the time he was held bound to the king for them 

XVII That it is unlawful for the sheriff to accept money owing to himself from those who are 
insolvent, and what should be done if perchance he has accepted it 

XVIII How a husbard is to be called to account for a wife, or a wife for a husband, if he or she 
be insolvent 

XIX That there is not the same method of distzaint for the barons of the king as for others in 
respect of amercements 

XX What is to be done when the steward, who has pledged himself to render satisfaction, does 
not appear 

XXI What is to be done in the case of a knight who comes but does not give satisfaction; and 


what in the case of one who is not a knight 


XXII How a Lord is to be punished, who has wilfully exposed a knight in order that he himself 
may in the meantime remain free 


XXIII What is to be done with those whe make voluntary offerings when they also do not pay 
XXIV As to ‘reliefs’ not paid voluntarily 


XXV What is to be done concerning the offering of birds, and at what time a summons should 
be issued for them 


XXVI Concerning tke queen’s gold 


XXVII That ‘farms’ are to be accounted for in one way and wardships in enother, and that the 
oath is tc be given under a different form of words 


XXVIII That an cath as to the truth of an account, once given by the sheriff, suffices once and for all 





Fitz Nigel suggests two possible reasons for the name, Exchequer (Part I, 
Section 1). The first and most cbvious reason is that the shape is ‘similar to that 
_ of a chess-board’ (p. 494). In response to his disciple’s comment that it could have 
been equally called a ‘draught-board’, the master offers a second explanation. The 
Exchequer process is viewed as a game of chess. 

The Exchequer itself can be divided into two: the Upper Exchequer and the 
Lower Exchequer. The Upper Exchequer represented a formalized gathering of 
royal officials and of the sheriff. In the Upper Exchequer, there was ‘a detailed 
investigation of the moneys which come into the Treasury in various ways, and 
are due for different accounts and are not collected by the sheriffs in the same 
manner, to be able to discover if the latter have acted in any wise other than they 
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should’ (Part I, Section V, p. 499). The Lower Exchequer, by contrast, resembled 
a treasury: ‘where the money received is counted over, put down in writing and 
notched on tallies, so that afterwards at the Upper Exchequer an account of it 
may be rendered’ (Book 1, Section II, p. 494). 

The sheriffs were generally the people who rendered account at the Exchequer. 
Not only did they account for the farm and other receipts, but they represented 
stewards, bailiffs, reeves and guardians“ of vacant bishoprics and lands. Normally 
the sheriff paid a pre-agreed lump sum for the farm. The amount of the farm was 
charged at its yearly value less the costs of collection. The other receipts of the 
sheriff (e.g., receipts from encroachments [onte royal lands], profits from royal 
justice, Danegeld) were accounted for separately. 


The Players 

The players in the Exchequer chess game all had defined duties. Fitz Nigel dis- 
cusses the royal officials and their function in part V of Part I. Table 1 summarizes 
this and shows that the sheriff, accountable for the revenues of the shires, faced a 
formidable array of court officials in the Upper Exchequer. The officials ranged 
from important highly ranked nobles such as the Justiciar, chancellor and treasurer 
to less elevated clerks and scribes. All had permanent seats at the table. In the 
Lower Exchequer, there were nine men associated with the receipt, disbursement, 
payment and guarding of the money. Finally, two men, the knight-silverer and the 
melter, were responsible for testing the quality of the coinage. In all, therefore, 
the sheriff was confronted by an impressive array of twenty-eight royal officials, 
all of whom specialized in a particular function cf Exchequer activity. 

‘[A]ll the highest officers of state were ex officio members, and as such they and 
the higher officials would be styled “Barons of the Exchequer”’ (Ramsay, 1925, 
p. 15). In the Upper Exchequer sitting around four benches were seventeen men 
of varying degrees of rank and dignity. In the Upper Exchequer, the seventeen 
court officials sat on four benches around the actual Exchequer table on which the 
calculations were performed. A diagram of the Exchequer compiled from fitz 
Nigel’s description is given in Figure 2 (adapted from Johnson, 1983, and Ramsay, 
1925). ‘The head of the table was occupied by the chief officers; on the long side 
facing the room were the persons in charge of the rolls; opposite to them were 
those who performed the reckoning with counters; and at the foot sat the sheriff 
whose account was being audited, with his clerk’ (Poole, 1912, p. 102). 

The key royal officials in the Upper Exchequer were the Justiciar (President), 
the chancellor, the treasurer and the calculator. The president was effectively the 
King’s representative. He acted as chairman and presided over the business of the 
Exchequer. The chancellor (or more accurately his deputy, the keeper of the seal) 
kept custody of the royal seal and was equally responsible with the treasurer for 
what was written on the Pipe Rolls (records of transactions kept on parchment). 
The treasurer played a key role in that he received the accounts of the sheriffs 


‘4 These were all medieval officials who worked on the ‘and, perhaps equivalent to today’s farm 
managers. 
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FIGURE 2 


DIAGRAM OF THE EXCHEQUER TABLE 
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Note: The counters due show that the sherif owes £3,465 10s. 6d. The counters paid in show £3,360 
5s. 4d. Thus, the sheriff still owes £105 5s. 2d. 

Source: Compiled from Fitz Nigel’s Dialogue of the Exchequer and adaptec from Johnson (1983, 
pp. x, lii) and Ramsay (1925, p. 27). 
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and dictated the Pipe Rolls. Fitz Nigel, a treasurer himself, summed this up as 
follows: ‘He must take care that there be no mistake in the amount, the occasion 
or the person, lest anyone be discharged who is not quit of payment, or one who 
ought to be have been acquitted be summoned again’ (Part I, Section V, p. 508). 
Every entry on the Pipe Roll was dictated by the treasurer to his scribe. Finally, 
the calculator was at the heart of the activities in the Upper Exchequer. 

In effect, all eyes and ears were on the calculator, who can perhaps be likened 
to a slick modern croupier (Baxter, 1989, p. 74}, as he moved the counters on the 
Exchequer cloth. He was specially named by the president for the occasion and 
thus did not have a fixed office. Fitz Nigel, certainly, had no doubts about the 
importance of the calculator. ‘This office is indeed perplexing and laborious 
enough; yet without it seldom or never could the business of the Exchequer be 
carried on’ (Part I, Section V, p. 505). It was the calculator who ascertained the 
sums due from the sheriff. 

The remaining officials in the Upper Exchequer were mainly involved in prepar- 
ing and witnessing the King’s writs (written royal instructions), preparing and 
writing the Pipe Rolls and cutting the tallies (wooden records of transactions). 
The constable, the two chamberlains ard the marshal ‘had nothing to do with 
writing but only with the mechanical business of witnessing documents, producing 
writs and tallies, and taking charge of delinquents’ (Poole, 1912, p. 105). The mar- 
shal, however, had the job of administering an oath to the sheriff that a full and 
true account had been rendered. The Chancellor’s clerk checked the sheriff’s 
account and his office evolved over time into the Chancellor of the Exchequer, a 
key minister in modern U.K. governments. Three copies were written up by the 
three scribes (treasurer’s scribe, chancellor’s scribe and Master Brown’s scribe). 
The transactions were recorded on Pipe Rolls. The knight silverer and melter 
were employed in the Lower Exchequer, but also attended the Upper Exchequer. 
They thus acted as a link between the Lower and Upper Exchequer. Their job 
was to test the money to ensure its purity and, in particular, to safeguard against 
false money (Ramsay, 1925). 

The officials in the Lower Exchequer acted in the background. As well as 
presiding over the testing of the quality of the silver, these officials recorded the 
monetary receipts, checked the quality of money, ensured that receipts and dis- 
bursements were accompanied by proper documentation (e.g., writs and tallies) 
and, finally, made sure that the money was locked securely away and was safely 
guarded. In effect, the Lower Exchequer was the treasury. ‘It is in the “treasury,” 
that is, in the place where the treasure is kept. Money in coin and other things 
mentioned above, once they have been deposited in a safe place, are not taken 
out again except by the King’s order, when they were to be sent to him to be dis- 
tributed for necessary purposes’ (Part I, Section XIV, p. 529). 


'S There was other supporting documentation such as the receipts roll (Rotolus Receptarum) which 


recorded the money paid in (one copy has survived: see Ramsay, 1925) and the Exactory Roll 
which detailed the amounts due from each county (and has not survived). 
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‘The treasurer’s clerk might b2 said, in modern language, to “keep the books”, 
as he entered all the money paid in; and he endorsed the tallies given by the Deputy 
Chamberlain to persons paying in money’ (Ramsay, 1925, p. 18). Meanwhile, the 
deputy chamberlain and chamberlain’s clerk besides giving out tallies for money 
paid in also sometimes authorized expenses. No one but the King or the chief 
Justiciar could authorize payments. 


The Process 

The process of the Exchequer fccused on tke personal accountability of the sheriff 
to the royal officials. There was a set annual timetable as well as a strict protocol 
which was followed at the Exchequer sessions. This was set out in advance and 
was well known to all participants. 

The treasurer and the sheriff worked through the various items of revenue and 
allowable expenditure. The sheriffs had to discharge their accounts. Some of the 
payments were voluntary, some obligatory. ‘[T]be sheriff of a particular county 
should be responsibie to the Exchequer for the sum total to be raised from all the 
crown manors in that county’ (Part I, Section VII, p. 516). 

The account of the principal farm of the county was completed in this way. 
The calculator set out the amount for the farm in numbered piles of coins and 
counters representing coins on the stripes on the Exchequer table. There were seven 
columns: pennies, shillings, pounds, scores of pounds, hundreds, thousands, and finally 
ten thousands. ‘The total required from the sheriff having been thus arranged in 
piles, the amount already paid in either “tc the Treasury” or otherwise is similarly 
arranged in piles below’ (p. 505). The sheriff was allowed certain deductions from 
his farm such as alms, fixed tithes and salaries without the King’s writ. Next, were 
sums expended from the farm through the King’s writs and through other allow- 
able ancient customs. In addition, lands given away from the farm by the King 
(alienations) were allowed. These were handed by the sheriff to the chancellor’s 
clerk who read them out with the treasurer authorizing them. The sum owing by the 
sheriff was then gradually reduced. The balance was the sheriffs liability. Allow- 
ance was made for assaying the coinage. The sum remaining and the amount paid at 
Easter (normally kalf) were then botk inscribed on a tally. The treasurer then 
produced an Exactory Roll which detailed the total due from the county. 

No money actually exchanged hands at the Exchequer itself—all was repre- 
sented by counters. A silver halfpenny might represent ten shillings, with a gold 
halfpenny standing for ten pounds. ‘The sum was done simply by removing the 
counters in pairs from the upper and the lower rows. If nothing was left the sheriff 
was declared quit, Et quietus est; if there was anything remaining in the upper 
row of counters, the sum was entered in a fresh line on the roll, with the words 
Et debet (and he owes) so much. The total paid into the treasury is then recorded 
with “In the Treasury”’ (Poole, 1912, p. 173). Payments were subject to either a 
uniform deduction of a shilling in the pound (by tale) or reduced by amount that 
was assayed (by blanch). 

After the account of the principal farm was completed, the sheriff had to 
account for a series of other items in a preset order. This was usually by far the 
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larger part of the Pipe Roll (Poole, 1912). The broad rule was that the sheriff was 
responsible for collective assessments (such as Danegeld), but absolved from indi- 
vidual debts once he had shown due diligence in their collection (Ramsay, 1925). 
First, any amounts owing from the farm from prior years. Second, any escheats 
(property reverting to the treasury on the death of the King) or purprestures 
(fines for encroachment on crown lands). Third, any rents from woods. Fourth, any 
pleas (amercements incurred by offenders) and covenants (voluntary payments). 
Fifth, any payments for murder fines or Danegeld. These were collectively assessed, 
but the sheriff answered for them. Sixth, the accounts of certain cities, towns and 
bailiwicks (e.g., Lincoln, Winchester, Meon, Berkhamstead and Colchester) were 
dealt with separately. They are listed at the end of the counties to which they 
belong. ‘London and Middlesex constituted an indivisible unit’ (Poole, 1912, 
p. 172). Seventh, the debts for which the sheriff has been summoned are listed. 
Finally, a record was made of the chattels of fugitives from justice. When all this 
was done the account of that county was completed. The next county was dealt 
with in a similar way. 


DISCUSSION 


The Exchequer system was part of a broader movement in twelfth-century 
England towards a more efficient, administrative state. This reflected an economic 
revival in western Europe. ‘Henry’s government [Henry I] was moving through- 
out the reign towards greater centralization, systemization, and specialization as 
order replaced disorder, as responsibility and accountability displaced self- 
interest and localism’ (Hollister, 2001, p. 495). This process was begun under 
Henry I: ‘Lacking the spoils of conquest, the Henrician administration 
managed its resources more and more carefully’ (Hollister, 2001, p. 496). It then 
stalled somewhat under his successor Stephen, but was carried forward by 
Henry If. 

The Exchequer accounting system was sophisticated for its time. Introduced 
under Henry I, Hollister (2001, p. 357) characterizes it as ‘a highly effective device 
for increasing curial supervision of the sheriff and vicomtes and a means of 
applying the latest system of court procedures to the collation of royal revenues 
and the dispensing of royal patronage’. In essence, Johnson et al. (1983) characterize 
the Upper Exchequer as the King’s household sitting to regulate financial matters 
whereas the treasury kept the accounts. “The Exchequer, with its two chambers, 
was a High Court of Justice, an Audit Office, a cashier’s office and a Paymaster’s 
Office, all in one’ (Ramsay, 1925, p. 14). ‘Literally the Exchequer was an occasion 
twice a year at Easter and Michaelmas when all royal officers owing money to the 
King came to London and rendered their accounts before a group of auditors, 
the barons of the exchequer’ (Lyon and Verhulst, 1967, p. 69). This combination 
proved very effective and England was well ahead of the other states in western 
Europe. Indeed, English practice appears to have significantly influenced 
western European practice in the twelfth and thirteenth centuries (Jones, 2008b, 
in press). 
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The treasury evolved from tie King’s personal treasure which accompanied 
him. The King’s personal revenue and the public, state revente in the twelfth 
century were broadly synonymous. However, over time the two became separated. 
In medieval times the main purpose of the treasury was to protect the King 
against any evasion of receipts from his subjects. In particular, it was necessary to 
scrutinize the sherifis. In the treasury, important documents such as Domesday 
Book were kept. In addition, there Were treasure chests. 

The key financial development in Henry I’s reign was the separation of the 
treasury from the Exchequer. The accounting and record keeping were conducted 
in the Upper Exchequer, whereas in the Lower Exchequer or treasury ‘the money 
was received, assayed, weighed, bagged and stored’ (Lyon and Verhulst, 1967, 
p. 68). The ‘Treasury was limitec to the payment and storage of money; the business 
of account and the higher work of the judicature passed to the Exchequer’ (Poole, 
1912, p. 41). A treasury had existed in Anglo-Saxon times and had been based 
at Winchester (Hollister, 1978; Oldroyd, 1997). This treasury began life as a 
permanent storehouse for the King’s money when it could no longer be managed 
adequately by an itinerant household. By the middle of Henry Ts reign the treas- 
ury had become an important stand-alone organization. ‘[P]erhaps by 1109 and 
definitely by 1115 the treasury was already being superseded and absorbed by 
the Exchequer which became the dominant royal financial organ of the twelfth 
century’ (Lyon and Verhulst, 1967, p. 68). The Exchequer, en auditing body, 
was headed by the treasurer and was a distinct innovation. Although the most 
prominent public face of the Exchequer was its two meetings at Easter and 
Michaelmas, there was a permanent staff employed all year behind-the-scenes in 
routine day-to-day operations. 


Written Documentation 

The Exchequer functioned so well as it was a skilful blend of technical and 
behavioural aspects. It was a unique, contemporary melding of up-to-date written 
documentation, a calculative technology, tightly-focused administrative controls, 
personal accountability and ritual. The written documentation principally consisted 
of written records based on parchment and the tally. It must be remembered that 
in the twelfth century written records were rare and literacy was not widespread." 
Written records for royal business were thus an important innovation. There was 
a growing use of the written word, growing literacy and mastery of Latin in the 
secular rather than the monastic world. The number of written records increased 
tenfold from William I (1066) to Henry II (1154-89) (Clanchy, 1998). The King’s 
chancery became an efficient, standardized writing office. The records consisted 
not only of royal writs, but of the Pipe Rolls. The King’s writs were essentially 
the orders by which the King authorized the King’s business. These could be 
writs of issue (liberate) or of discharge (computatae). These writs were produced 
as vouchers. 


t6 The earliest records were written on vellum (sheepskins) rather than paper. The earliest record of 
paper use in England is 1307, although paper was imported a few years earlier (Clanchy, 1998). 
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Pipe Rolls were written records on vellum and were an impressive twelfth- 
century innovation. They were easy to store and provided a durable record. 
The Pipe Rolls represent ‘the earliest surviving comprehensive account of royal 
income in European history’ (Hollister, 2001, p. 26), ‘the official Register of all 
debts of the Crown answerable at the Exchequer’ (Pipe Roll Society, 1884, 
pp. 42-3). The Pipe Rolls provided a record of the decisions of the Exchequer. 
Each Pipe Roll was written on two strips of sheepskin sewn together. They were 
able to be rolled up for storage and, at that time, resembled pipes. The length of 
the double skin varied from between three feet and four feet eight inches, its 
width was about fourteen inches ‘Poole, 1912). The roll was cited as the year of ` 
the King’s reign. Thus, the first extant Pipe Roll is 31 Henry I (i.e., the thirty-first 
year of Henry Ps reign, 1130-31). The Pipe Rolls lasted from Michaelmas to 
Michaelmas (in 31 Henry this was 29 September 1130 to 28 September 1131). 
Michaelmas was probably chosen because the harvest would have been collected 
by then. They detailed last year’s debts brought forward, together with this year’s 
receipts and any payments. They were organized on a shire by shire basis in the 
same way as Domesday Book. 

Pipe Rolls were supplemented by notched tallies. In the early Middle Ages 
tallies would have been as familiar as cheques are today. The pre-exchequer 
financial institution in England was popularly known as the Tally-House, from the 
important part played by wooden tallies in the transaction of business (Ramsay, 
1925, p. 25). Tallies, which were used as receipts and as records for debts, were 
effectively wooden records of accounting transactions. “The money paid in was 
receipted by means of tallies. The tallies provided a record of what the sheriffs 
had paid. A tally was a stick usually of hazelwocd, measuring in length the dis- 
tance between the tip of the forefinger and the outstretched thumb, about eight 
inches. It was bored near one end so that it could be filed on a rod’ (Poole, 1912, 
pp. 86-7). At Michaelmas the sheriff prcduced his tallies, writs and authorized 
quittances for expenses. He also paid over cash. The tally was split into two 
matching, interlocking parts. The marshal kept the longer part, the sheriff the 
shorter one. The tallies were inscribed with the name of the sheriff and the nature 
of the payment. They provided a durable and reliable permanent record of finan- 
cial transactions. Their use was widespread. 

Fitz Nigel in the Dialogue of the Exchequer states that in Exchequer tallies the 
notches represented set amounts. Thus, £1,000 represents the thickness of the 
palm of the hand; £100, the thumb; £20, the little finger; £1, a swollen barley corn; 
a penny, a mere scratch. Indeed, they were only abolished by statute in 1834 
(Pocle, 1912). It is easy to characterize tallies as primitive records. However, 
tallies provided not only a ‘comprerensible record’, but also ‘a safeguard against 
fraud’ as the notches and cuts on both portions of the tally needed to match 
(Robert, 1956, p. 77). Over time, the tally evolved to serve the purpose of a cheque 
(Ramsay, 1925). Tallies were very much a function of their time: ‘a comprehensible 
record to the untutored men of that distant past’ (Robert, 1956, p. 77). However, 
as Grandell (1977, p. 104) points out, tallies survived into living memory being used, 
for example, in Scandinavia ‘centurv after century almost up the present time’. 
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Calculative Technology 

The calculations themselves were done on the Exchequer table using the abacus, 
which was the most sophisticated contemporary calculative device and was just 
being rediscovered in western Europe. It had been used in Greek and Roman 
times and may have an even older pedigree (Pullan, 1968, p. 57). Haskins (1912, 
p. 101) comments: ‘the Exchequer table was a peculiar form of Abacus’. The aba- 
cus reached the English court just before 1100. The royal clerks were familiar with 
it from then on. The Exchequer system used a version of the abacus. Counters 
were moved by the calculator on the Exchequer board. Poole (1912) sees the 
introduction of an abacus-based system as revolutionary. Poole argues that ele- 
mentary arithmetical calculations were practically impossible in writing using 
Greek or Roman numerals. By contrast, ‘the abacus supplied a simple means for 
addition and subtraction’ (p. 43). Indeed, Parker (1989, p. 113) feels that the aba- 
cus was more adaptable when using Roman than Arabic numerals. It was also less 
subject to misreading (Hanham, 1985, p. 165). The public use of the abacus also 
enhanced the transparency of the Exchequer process: “The uneducated laymen 
could follow the addition and subtraction, which were the only mathematical 
operations needed, as easily as the Acccuntant or the Clerk who recorded his 
results in the current Roman numeration’ (Johnson et al., 1983, p. xxxvi). 


Administrative Controls 

Alongside the innovative literary and calculative techniques, certain tightly 
focused administrative controls emerged which enabled the Exchequer to func- 
tion efficiently. First, the kingdom was administratively divided into accountable 
and manageable units, the shires. These long-established regions provided the 
overall framework within which the national revenues could be collected. These 
regions were controlled by the sheriffs, the King’s local officials, who were 
responsible for collecting the King’s shire revenue. This was principally based on 
manorial income, primarily the farm. Second, a detailed set of financial records 
were kept. This began with the amounts owing from prior years and included the 
amounts expected to be due from the sheriffs. Amounts paid were deducted. 
These transcripts formed a permanent effective annual record. They could be 
used for reference and last year’s Pipe Roll records formed the basis for the next 
year’s records. The Pipe Roll also proved a durable record that was difficult to 
alter, thus proving valuable as a counter to fraud. 

A key organizational feature of the Pipe Rolls was their set and predefined 
order. The Pipe Rolls were ruled from the top almost to the bottom on both sides 
and certain headings were pre-recorded such as ‘such-and-such a sheriff renders 
account of the “farm” of such-and-such a county’ (Part II, Section V, p. 508). A 
skeletonal Pipe Roll for a shire is shown in Figure 3. This is divided into the 
charge which consisted of the sheriff’s farm and then allowances: fixed alms, fixed 
tithes, fixed disbursements, lands granted, disbursements by King’s writ, and dis- 
bursements in course of legal functions. These allowances can be divided into 
fixed allowances (alms, tithes [pavments to the Church], the liveries [payments to 
servants] and land), casual disbursements authorized by (a) King’s writ and (b) 
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FIGURE 3 


THE SKELETAL STRUCTURE OF THE EARLY PIPE ROLLS 








A - Scira (shire), et (and) B-scira (shire), et (and) C-scira (shire), 
A-scira (shire) 


A. THE CHARGE 
[Vicecomes] reddit compotum de firma de A-Scira. 
[Sheriff] renders account of farm of shire A. In Thesauro (In Treasury). 


B. THE ALLOWANCES 

Et in Elemosynis Constitutis (Fixed Alms), 
Et in Decimis Constitutis (Fixed Tithes), 
Et in Liberationibus Constitutis (Fixed Disbursements), 
Et in Terris Datis (Lands Granted), 
Et in Liberatione per breve Regis (Disbursements by King’s writ), 











Et in Liberatione, (probatori, etc) (Disbursements in course of legal functions), 
De Purpresturis et Escaetis (of Purprestures and Escheats) 


Idem Vicecomes reddit compotum de firma Purpresturarum et Escaetarum, etc. In thesauro - , 
et debet - ; Vel In thesauro Liberavit et quietus est. 


(The same sheriff renders account for the farm of purprestures and escheats in treasury -, and he 
owes -; or paid into the treasury and is quit). 


Idem Vicecomes reddit compotum de — de censu nemoris de -, vel brollii de -, vel foreste de-vel boscide -. 


The same sheriff renders accounts for the tax of the groves, cr the wood, or the forest or the copse 
In Thesauro (In Treasury). 

Nova placita et Novae Conventiones 

(New pleas and new oblations) 

Idem Vicecomes reddit compotum de Danegeldo. 

(The same sheriff renders account for Danegeld) 


Idem Vicecomes reddit compotum de Murdro 
(The same sheriff renders account for the murder fines). 


A.B. reddit compotum (vel Idem Vicecomes reddit compotum pro A.B.) de-{vel pro- ). 
A.B. renders account (or the same sheriff renders account for A.B.) of — (or for - ). 
B. THE DISCHARGE [Entered above after words In Thesauro at end]. 


(1) Et quietus est (And he is Quit) 

(2) Et debet (And he owes) 

(3) In Thesauro -, et debet — (In treasury, and he owes). 

(4) Liberavit in Thesauro (Delivered into Treasury). 

(5) Et in Soltis, per breve Regis, - (And in payment by the King’s writ). 
(6) Et in Perdonis, per breve Regis, - (And in pardons by the King’s writ). 


Adapted from Pipe Roll Society (1884, pp. 45-6). English translation by the author. 
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Custom of the Exchequer. After this came statements of the charge and payments 
for purprestures and escheats, issues from the royal forests, and pleas and conven- 
tions (including Danegeld and murder fines). The charge and allowances, in each 
case, was answered by a discharge consisting of one of six responses, most often 
‘and he is quit’ or ‘and he owes’. This was filled in after the words In Thesauro at 
the end of the interrogation of the sheriff by the treasurer. 

The treasurer was perhaps the key operational man who was ‘supposed to see 
to every detail of daily routine in either Chamber. But the paramount duty that 
cannot be delegated is the auditing of the receipts, and the compilation of the 
all-important Great Annual Roll, the Pipe Roll, a most authoritative record, not 
to be questioned cr altered, except fer patent defects, and even then only by 
order of the Barons, and in their presence’ (Ramsay, 1925, p. 34). The barons of 
the Exchequer decided ‘for how much each debtor in the county should be 
summoned, the status of the debtor, the nature of the business and the reason 
why he is liable to the king’ (Part II, Section 1, p. 533). 

Third, there was also a sophisticated machinery set up to account for the 
debased nature of the coinage. By the eleventh century in England most of the 
royal payments had been converted into money. As Green (1986, p. 91) stated: 
‘All he [Henry I] could do was try to ensure that his sheriffs paid over their farms 
in coins of decent quantity hence the imposition of progressively stiffer checks’. 
Money was melted, tested, and weighed to ascertain its purity. False money was a 
serious problem in the twelfth century—money could be false in terms of weight, 
quality and stamping. There were recurrent attempts to remedy this. These could 
involve castration of errant managers (Blackburn, 1990), or making sheriffs per- 
sonally responsible for shortfalls. In addition, in the Exchequer practical measures 
were taken to overcome these monetary problems. Payments were recognized in 
four forms: by simple tale (numero) all current coins were taken (as we would 
today); by standard adjustment (ad scalam) where 5 pence was added to each 
£1 to compensate for monetary debasement; by full weight (ad pensum) of all 240 
pennies and by blanched money (i.2., coins were assayed). Gradually, there was a 
movement towards blanched money. ‘[By] the time of Henry II both payment ad 
scalam and payment ad pensum had disappeared, and only payments numero and 
in blanched silver appear’ (Ramsay, 1925, pp. 19-20).” 

The process of blanching or assaying the coinage was meticulously carried out. 
It was also a remarkably entrenched process. The barons of the Exchequer defied 
the King’s attempt to impose on farmers at Wallingford a rent that was both 
blanched and of full weight. In the end Henry II gave way (Ramsay, 1925). The 
assay process began by the sheriff providing a heap of coins. These were jumbled 
up by the knight silverer and forty-four shillings were taken. These were sealed 
with the sheriff’s seal and carried to the Upper Exchequer. The bag was then 
opened and a pound weighed out and put into a cup. The remaining twenty-four 


1 Fitz Nigel’s account of the monetary aspects of the Exchequer has been criticized for being too 
simple. For example, Johnson et al. (1983, p. x1) comment: ‘The most disquieting thing about 
Richard’s account of “blanching” is his complete ignorance of metallurgy’. 
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shillings were put in a bag. A delegation from the Upper Exchequer then went to 
the Lower Exchequer where the melter reduced, melted and purified the coins 
and then weighed them in front of the barons against the pound weight. Further 
coins were added until the pound weight matched the sheriff’s purse. Such checks 
would surely have encouraged the sheriff to ensure the purity of his money. 

Fourth, royal officials clustered around the Exchequer board all had their 
distinct jobs which overlapped ard dovetailed with other ofñcials.! They were 
divided into the top officials of the land, such as the Justictar, Chancellor, 
Treasurer and Bishop of Winchester and more lowly officials such as the scribe of 
the Treasurer or the clerk of the Constabulary. Ramsay (1925, p. 30) suggests that 
the Justiciar’s attendance at the Exchequer was exceptional. The position of 
Justiciar had emerged under Henry I when Roger of Salisbury had become the 
first minister. The next most important official was the chancellor, although over 
time his attendance became rarer too (Ramsay, 1925). The Treasurer appears to 
have been a more recently created administrative post (White, 1925). However, 
all had their prescribed duties which they had to carry out. These duties were 
carried out in public and were scrutinized by the other royal officials. Non- - 
performance or under-performance was, therefore, immediately cbvious. 

The audit itself was conducted in the presence of numerous royal officials. 
Not only did each of these officials have their own responsibilities, but their very 
presence naturally acted as a check on the actions and probity of others. Each ` 
official was a check on another. 

At the Exchequer, there is a clear example of the classical medieval device of 
divided responsibility called ‘controlment* (Booth, 1981, p. 18). Officials always 
worked in conjunction with others and generally, at least, two sets of records, 
often three, were kept. This is testified by the three copies made of the Pipe Roll. 
Access to the treasure chests is another good example. There were multiple locks, 
straps and seals. Three men, therefore, needed to be present to open a treasure 
chest. 

The semi-public nature of the Exchequer process also enhanced the transpar- 
ency and effectiveness of the audit. Not only was there supporting documentation, 
such as writs read out in public, but the use of the Exchequer table provided a 
publicly observable visual record. Transactions were recorded at least in duplicate, 
often in triplicate. The system of internal check used at the Exchequer, particu- 
larly the keeping of the third roll by Master Thomas Brown, is seen by Hoskin 
and Macve (1986) in power knowledge terms. They argue that the third copy of 
the roll began to be termed a contrarotulus, or counter roll. Over time, this was 
abbreviated into the word control. Certainly, the multiple written rolls were a 
very efficient administrative device whereby the King could ‘control’ both the 
royal Exchequer officials and the sheriffs themselves. The Exchequer system was, 
therefore, essentially control through people and was intensively personal. This is 


18 Jones (2008a) provides further details of the use of internal check and internal controls in medieval 
England. 
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in stark contrast to the double-entry system which involved control from a distance 
and was essentially impersonal. Control under charge and discharge was achieved 
not at a distance, but face-to-face, eyeball to eyeball. 


Personal Accountability 

The Exchequer system was people-criented, with personal accountability being at 
its heart. The whole point of the court was to make sure financial officials dis- 
charged their obligations in full, and to impose penalties on those who failed to do 
so. The essence of the system was that the sheriff was publicly accountable to the 
Barons of the Exchequer for the King’s revenue. If he provided that revenue in 
full few, if any, questions followed as to the methods by which it was collected. 
There was one exception. In 1170 the Inquest of Sheriffs ordered a strict exam- 
ination of the actual sums which the sheriff had received rather than the notional 
sum of the farm. The profit from the sheriff’s office could be considerable and 
large sums were often paid for the office. Unscrupulous sheriffs thus had ample 
opportunities for self-enrichment. Burns (1992), for example, shows that Robert 
d’oilly paid 400 marks (£266 13s. 4d.) for Oxfordshire. Moreover, ‘[w]ithout doubt 
Gilbert the knight in Henry T's reign, and later Payn of Hemmingford in the reign 
of Stephen, accumulated considerable fortunes’ (Burns, 1992, p. 4). However, if 
the sheriff could not account for the appropriate revenues then he was in trouble— 
there were severe penalties. The process was extremely formal and must have 
been threatening to the sheriff. ‘The Treasurer starts by calling the name of the 
accountant i.e., the sheriff, who is put under oath, and is charged—almost like a 
criminal—with having money of the King’ (Baxter, 1989, p. 73). This behavioural 
aspect to the Exchequer process should not be underestimated. In a medieval 
narrative of Merton Priory, there is recorded this passage about Gilbert the 
knight, sheriff of Cambridgeshire, Huntingshire and Surrey: ‘When the sheriffs 
from all England assembled at the Exchequer they trembled to a man from their 
extreme fear. Gilbert alone arrived fearlessly and cheerfully, end when called by 
the receivers of money, came up to them straight away and sat down brisk and 
composed, the only one among them to do so’ (cited in Burns, 1992, p. 5, from 
Heales, 1898). Obviously, to contemporaries an appearance at the Exchequer was 
not a comfortable experience. 

For the individual sheriff, the biannual Exchequer meetings must have been an 
ordeal. Usually of relatively lowly origin, the sheriff was confronted by an array 
of powerful royal officials. Not only was he confronted by his superiors, faced with 
potential penalties for non-accountability, but he was also at a tactical disadvan- 
tage. The Barons of the Exchequer met many sheriffs and were exceedingly famil- 
iar with the ins and outs of the Exchequer process. In particular, the treasurer 
would deal with many individual sheriffs and thus be a skilled and experienced 
interlocutor. By contrast, the sheriff of a single shire only had two meetings per 
year. There was the risk that the sheriff might be imprisoned if he was of lesser 
rank than a knight—although he was not to be chained or thrust in a dungeon! 
Delinquent knights and those of higher rank were effectively kept under the 
equivalent of house arrest bound by personal oath. 
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Fitz Nigel viewed the Exchequer process as resembling a game of chess. ‘Again, 
as in chess the battle is joined by the kings, so in this it is chiefly between two men 
that the conflict takes place and the battle is waged, namely the treasurer and the 
sheriff who sits there to render the account’ (Douglas and Greenaway, 1953, 
p. 490). 

However, perhaps a more accurate description might be that of a cat and mouse 
game.” The sheriff, the cat, aimed to maximize the revenues of the King, while 
the sheriff, the mouse, by contrast, sought to minimize the amount that he paid. 
There was thus a lot of haggling over what was an allowable and authorized 
expense. As fitz Nigel wrote: 


For the superior science of the Exchequer consists nct in its method of reckoning but in 
the multiplicity of its judgements ... make a detailed investigation of the moneys which 
come into the treasury in various ways, and are due for different accounts and are not 
collected by the sheriffs in the same manner, <o be able to discover if the latter have acted 
in any wise other than they should.... But the judgements on doubtful or partially 
doubtful points, which frequently come up ... because all kinds of doubtful points have 
not yet come to light. (p. 499) 


Nor could the sheriff escape by non-attendance. The sheriff would have been 
deemed to spurn the royal mandate and to have acted disrespectfully. In the 
wording of the summons: ‘whosoever thou art that receivest a summons, their 
absence, unless it can be excused by unavoidable and legitimate causes, will 
redound [sic] to the peril of their own head’. Absence without valid excuse led to 
a fine of £5 per day. Prolonged absences placed the sheriff at the King’s mercy. 
Non-payment of debts would result in being ‘lodged in a safe place under surveil- 
lance’ (Part II, Section I, p. 538). The individual sheriffs, therefore, had great 
incentives to treat the process seriously. 

An important part of the Exchequer ritual was that the sheriff was required to 
take an oath in public that to the best of his knowledge he had rendered a true 
account. Only when he had accounted for everything was the sheriff allowed to 
take his oath to the marshal. This oath was treated very seriously: ‘once he had 
given his oath, he had upon his conscience rendered a lawful account for every- 
thing’ (Part II, Section XXVIII, p. 568). The spoken word at this time was perhaps 
equivalent to the modern signature. In a pre-literate society, the personal oath 
was more reliable, and relied upon, than the written word. Indeed, the written 
word was for a long time distrusted (Clanchy, 1998). 

Besides salaries and emoluments, the royal officials around the Exchequer table 
enjoyed certain benefits. The great officers of state and officers of the assay were 
granted lands. The clerks were awarded ecclesiastical benefices. In addition, they 
‘enjoyed a number of privileges and exemptions’ (Poole, 1912, p. 125). Most 
importantly they paid no land taxes (such as Danegeld or scutage).”” The Exchequer 
system was at the heart of the royal patronage. The barons of the Exchequer were 


° I am grateful to an anonymous referee for this point. 


2 Scutage was a payment by a vassal to a superior in lieu of military services. 
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not the only ones to benefit from royal largesse. Mooers (1984), for example, 
commented that patronage under Henry I was both impressive and extensive. 
In the 1129/30 Pipe Roll £2,531 out of the £26,480 total demanded (10 per cent) 
was pardoned. In particular, 42 per cent of the Danegeld (£1,811 out of £4,356) 
(Green 1986, p. 223) was waived. 


Accounting Ritual 
The Exchequer system was an accounting ritual. First, there was an annual 
sequence of events. The sheriffs were summonsed to attend at the Exchequer by 
a writ of summons sealed with the image of royal authority. In each case, the summons 
stated how much should be paid. 

The summons tc the sheriff was couched in ritualized and formalized language. 


H[enry], King of the English, tc such-and-such a sheriff, greeting. See to it, as thou lovest 
thyself and all that is thine, that thou attend at the Exchequer in such-and-such a place 
on the day after Michaelmas, or on the day following the Octave of Easter and that thou 
hast there with thee whatsoever thou owes for the old ‘farm’ or for the new, and 
specifically the debts mentioned below, namely ten marks from so-and-so for such- 
and-such a cause... 


and so on. The summons ends with these worcs: ‘and all these thou shalt have 
with thee in money, tallies, writs and quittances,”’ or they will be deducted from 
thy “farm”. Witness, such-and-such a person here at the Exchequer’ (Part II, 
Section I, p. 533). 

There appears to have been no set order in which the sheriifs appeared from 
year to year. The sheriff when summoned by the president was formally intro- 
duced by the usher. Before his inquisition by the treasurer, the quality of the 
sheriff’s silver had been tested at the Lower Exchequer. At the Exchequer itself 
the scribe of the treasurer had already preparec a Pipe Roll out of sheepskin. 

The summons was followed by the Exchequer meetings themselves. Not only 
were these ritualized, public gatherings, but they followed a set format. The sheriff, 
who turned up at set times, was ordered to attend twice a year in the Easter and 
Michaelmas terms. The year conventionally ran from Michaelmas to Michaelmas 
(September to September). As the harvest was in August; this was the natural end 
of the agricultural year. The harvest was the most important event of the agricul- 
tural year. At Easter, a view was taken of the year’s accounts. This was perhaps 
akin to a modern interim audit. The sheriff then paid a sum on account and 
received a tally, m effect a receipt for the amount paid. Every sheriff was bound 
to pay one half of the ‘farm’ accruing from his county that year. At Michaelmas, 
the settlement was made, and if the sheriff had paid in full it was written ‘and he 
is quit’. There was then a set order in which the sheriff’s revenues were dealt 
with. During this inquisition all the players around the Exchequer table performed 
their designated duties, such as the calculator who worked out the sums owing 
and paid. 


1 Writs and quittances were, in effect, written documents that the king gave <= the sheriffs to authorize 


expenses or to acquit them of the expznses. 
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A key element in the process was the ritual confrontation between the treas- 
urer and the sheriff. The treasurer examined the sheriff as a judge might examine 
a witness in court (Ramsay, 1925). The most important single item for which the 
sheriff was accountable was considered first, this was the farm. In the 1129/30 Pipe 
Roll, for example, the total demanded from the farm constituted £9,167 out of 
the total demanded of £26,480 (35 per cent) (Green, 1986, p. 223). The system was 
set up as a ritual contest between two men. Fitz Nigel’s eloquent account clearly 
illustrates this: 


For just as in a game of chess there are certain classes of pieces and they move or stand 
still by definite rules or within certain limits, some being first in dignity and others in 
place, so in this, some preside while others sit in virtue of their office and none is free to 
depart from the established rules, as will be manifest from what follows. Again, as in 
chess, the battle is joined by the kings, so in this it is chiefly between two men that conflict 
takes place and the battle is waged, namely, the treasurer and the sheriff who sits there 
to render his account, while the others sit by like umpires to watch and judge the 
proceedings. (p. 494) 


Fitz Nigel is thus describing a very confrontaticnal and ritualistic process. That 
he characterizes it as a ‘battle’ is given added weight by the fact that from 1162 to 
1198 he was treasurer (Douglas and Greenaway, 1953). He thus was intimately 
involved in the battle and obviously saw himself as involved in a head-to-head 
conflict with the sheriffs. The Pipe Roll Society (1884, pp. 41/42) extend the chess 
analogy: ‘And so the contest is slowly waged, the piles of silver, gold and metal 
counters, sticks and scrolls, being marshalled, advanced, and swept off the board, 
just as the pieces or pawns of the real game would have been played, till the 
Account of the farm is concluded, and the mimic warfare terminates in a truce 
between the parties for another six months at least’. Poole (1912, p. 11) sees the 
Exchequer as ‘the introduction of a precise system of calculation worked out by 
counters on a chequered table and recorded on rolls’. On the one hand, the sheriff 
with his local and inside knowledge would be attempting at best to minimize his 
payment into the Exchequer and at worst to fend off any unreasonable demands 
made by the treasurer. On the other hand, the treasurer, with his expert knowledge 
of Exchequer procedures and practices, with his written records and royal 
officials would be trying to ensure that the sheriff paid the royal dues in full. In 
effect, an ‘adversary principle’ operated (Bcoth, 1981). The auditors attempted to 
maintain the charge while the sheriff sought to reduce it. Both sides used argu- 
ments and supporting documentation such as writs and tallies. The remaining 
royal officials were involved in watching the contest rather like observers in a 
courtroom. In addition, public scrutiny was enhanced as ‘[o]n settles round the 
walls were grouped the Accountant’s [i.e., sheriffs] debtors, or creditors, as the 
case may be—armed with their private vouchers’ (Pipe Roll Society, 1884, p. 37). 
Overall, the Exchequer had more in common with a ritualized spectacle than 
with the mechanical, impersonal operation of the modern double-entry account- 
ing system. In an era before widespread literacy and sophisticated calculative 
techniques, this open process was very transparent. All those involved could see 
and hear what was going on. 
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The Exchequer system was not, however, fixed in stone. Slowly, it evolved and 
changed—although not materially. Poole (1912) maintains that while the Exchequer 
retained its function as a meeting place of officials of the King’s household, 
gradually permanent officials took their place: ‘Thus insensibly the theory of a 
royal court was changed into the reality of a committee of skilled officials, 
reinforced by the King’s personal representatives, the remembrancers, who super- 
vised the rendering and audit of the sheriff’s account’. Gradually, the Exchequer 
which began life as an occasion with no permanent staff (Hollister and Baldwin, 
1978) turned into an institution. 


CONCLUSION 


The Dialogue of the Exchequer is a unique historical document. Written in about 
1178 it is a substantial book which details the accounting system for royal finances 
in the twelfth century. It was written in the form of an explanatory workaday 
manual. The Dialogue of the Exchequer outlines not only the origins and nature 
of the Exchequer, but the responsibilities of the officials and the accounting pro- 
cess. In essence, it describes the charge and discharge system of accounting. In 
this system, subordinates are made personally accountable for their superiors’ 
finances. This charge and discharge accounting predated double-entry bookkeep- 
ing. The system outlined in the Dialogue of the Exchequer remained the norm in 
governmental accounting and manorial accounting throughout the Middle Ages. 

The importance of the Dialcgue of the Exchequer is fourfold. First, it has a strong 
claim to be the first Western book on accounting. Certainly, it is the first book to 
outline the essentials of the charge and discharge system of accounting, and it preceded 
the first book on double-entry bookkeeping written by Pacioli in 1494 by over three 
centuries. Second, the Dialogue of the Exchequer provides a rare insight into the 
world of medieval accounting. It shows a sophisticated accounting system revolv- 
ing around personal accountability and ritual. This administrative system, which 
provided an effective method of administering the royal finances, was the most 
advanced in western Europe. Third, the Dialogue of the Exchequer demonstrates 
the workings of the world’s first charge and discharge system showing in detail 
how the sheriffs were charged with the collection of their royal revenues and then 
how they were discharged. Fourth, the book shows how the use of the King’s writ, 
tallies and an abacus-based Exchequer system moulded the calculative and written 
technologies of the time into a system which admirably served its purpose. 

In the longer term, the accounting system which fitz Nigel described developed 
into the manorial system of charge and discharge accounting which persisted in 
the United Kingdom throughout the medieval period (Jones, 2008b). In addition, 
the accounting system was used in the U.K. in public finances until the nineteenth 
century. The influence of the English Exchequer also helped to shape the devel- 
opment of European financial institutions such as those used in thirteenth-century 
Flanders, France and Normandy (Lyon and Verhulst, 1967). The accounting sys- 
tem that fitz Nigel outlined thus had a long-lasting impact, and outlived by several 
centuries his death in 1198. 
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Raymond John Chambers 


1917- 1999 


Selected as one of the Twentieth Century Accounting Thinkers, Raymond John 
Chambers has been described by his peers as an ‘accounting pioneer’, an 
‘intellectual giant’, truly a ‘Renaissance man’. 


Known especially for his proposed new system of accounting. Continuously 
Contemporary Accounting (CoCoA), Chambers also played a major role in lifting 
the status of accounting to that of an equal in the learned halls of the University. 
He fought for this for half a century. He published a dozen books, monographs 
and more than 200 articles. Abstracts of all are in the Collection. 


As an Educator be instilled in students and colleagues a sense of inquiry. 
Underpinning his academic pursuits was a view that academics should be irritants 
to the practising arm of the discipline. Their overarching goals should be to expose 
false doctrines and search for the truth. 


As a Mentor colleagues found it difficult to match Chambers’ work ethic in 
observing commerce and thinking about how what was observed meshed with 
accounting practice. That ethos was contagious. He continually strove to achieve 
excellence in all of his academic endeavours. 


As a Researcher his seminal work, Accounting, Evaluation and Economic 

Behavior propounded a comprehensive theoretical foundation for CoCoA, 

Chambers perennially sought evidence to test his solution to eradicate the follies 

and infelicities that then plagued (and still plague) accounting thought and 

practice. 
inne E E NA EE N Sd 


Amongst the most accomplished and respected accounting academicians in the 
world, Chambers listed his recreations as ‘reading, writing and arithmetic.’ A 
voracious reader with a formidable vocabulary, he has even been known to study 
the dictionary. Possessed by a strong desire to see language used correctly, he 
Studied etvmology and usage. What other accounting professor used the word 
‘Noceinaucinihilipilification’? A very private person, he was devoted to his wife 
and their family--a son, two daughters, and seven grandchildren. He and his wife, 
Margaret, married for forty-odd crowded years, shared an interest in opera and 
usually had a season ticket for the Sydney Opera season. 














Online at: http://chambers.econ.usyd.edu.au 
Hardcopy of correspondence is held in the Archives Unit of The University of Sydney 





We think we think, But what we think is often vague, ambiguous and disconnected. Only the 
discipline of writing forges thoughts into serviceable shapes and systematic patterns. Writing 
maketh an exact man, said Bacon: but seldom, I suspect, at the first attempt. I know that 
“Chambers later" has frequently thought differently from "Chambers earlier"; and that 
"Chambers now" has often wanted to know what "Chambers then" thought, for the purpose of 
advancing some uncompleted business. But | kept no index. I have preferred usually to think 
afresh about a matter in hand, rather than run the risk of repeating my own mistakes; and that 
very process has revealed mistakes. 
But. at last I found | needed an index of some kind —... 

‘An Auto-bibliography’, May 1977, R.J.Chambers 





After several developmental years the RJ Chambers Collection (see Economics and Business 
website: http://chambers.econ.usyd.edu.au) is operational and currently entails four fully 
searchable libraries: 
è = Personal Papers (over 12,000 correspondence items classified using three of his 
classificatory systems). 


è Personal Library (over 2,500 books classified using his library system). 
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è Personal Reading Material (over 2,000 items classified using an ‘abridged Dewey’ 
system). 


è = Published Works (over 300 items classified using his auto-bibliographical system). 


The collection is fully functional. It comprises both hard copy held in The University of Sydney 
Archives Unit (USA P202) of more than 15,000 items as well as a digitised version. Presently 

_ every item in the four library digitised version has a one paragraph summary which is fully 
searchable across about 20 classificatory types which have been manually inserted into an 
itemised information set ~ it also has standard * Boolean’ search option functionality. The 
electronic version is being accessed by both national and international academics. 


The June 2006 issue of The Accounting Historian's Journal contains the following extract from 
Dean, Clarke and Wolnizer’s ‘The RJ Chambers’ Collection: An Archivist’s Revelations of 20th 
Century Accounting Thought and Practice’. It provides insights into the Collection's possible uses: 


`... the RJ Chambers Collection [opens] research areas for accounting biography, the 
development of accounting thought. the history of accounting institutions, prosopography, 
public sector accounting history. 


....it provides an opportunity for unfolding the backgrounds of events previously withheld 
from accounting history scholars.” 


The Collection has already attracted substantial overseas interest — and it has been integrated 
into an international accounting history database of Archives called GADAN, the Global 
Accounting Digital Archive Network, (http://aaahq.org/pubs/GADAN htm) a joint American 
Accounting Association and European Accounting Association project which combines many 
sources of freely available digital information and archives related to accounting in various 
parts of the world. 





A particular thank you to Blackwell Publishing for allowing us to link directly to the full text 
of the material that Chambers published in 4bacus for the Collection. All volumes of Abacus 
are available online at: www.blackwell-synergy.com/loi/abac 
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